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Foreword 


This decade has witnessed a mpid evolution and expansion of the Islamic financial yervices 
industry. More recently, the international dimension of Islamic finance has gained greater 
significance as it has become increasingly integrated with the international financial xystem, 
Islamic finance has also experienced exceptional growth not only in the Mustim world, but 
also across the Wester world demonstrating its competitiveness as a form of financial 
intermediation, Islamic finance is no longer 3 niche product serving a specialised market but 
is now offered in more than 60 countries, with total assets in Islamic banking reportedly 
exceeding USDSO0bn, Islamic mutual funds are estimated to be valued over USD300bn, 
while the issuance of Islamic sovereign and corporate bonds. or sukuk. are estimated to be 
bout USDAI bn. 

Increasingly, Islamic finance has evolved from the development of Islamic banking to a 
more comprehensive and complete Islamic financial system to include the takaful market 
(Islamic Insurance), non-bank specialised financial institutions, ax well ay the Islamic inter- 
bank money and capital markets: The entire chain of the Islamic financial system is important 
to ensure # more efficient allocation of financial and economic resources within the system 
and to allow for greater diversification of risks \ 

Regulatory and legal reforms have also been undertaken in a number of jurisdictions to 
accommodate the unique characteristics of Islamic financial transactions to support the 
progressive development of Islamic finance. The significant growth of Islamic financial markets, 
the development of the supporting financial infrastructure and the standardised international 
rules and regulations now being issue by the Islamic Financial Services Board for the Islamic 
financial Institutions have all contributed to a robust international Islamic financial architecture 
for Islamic finance, thus contnbuting towards ensuring the stability and soundness of the 
Islamic financial system 

Within the progress that has been achieved in the development of the Islamic financial 
aystem, the fakuful industry has also experienced significant achievements, indicating a clear 
manifestation of the recognition of Islamic insurance as an important source of enhancing 
the Shari'a compliant protection against vulnerability or risk arising from untoward events, 
‘The growth is reflected by the increase in the number of strony taka and retakaful operators 
worldwide and the growing participation of prominent elobal players in the zakafu/ and retakaful 
market. In Malaysia, the strategy to encourage alliances and collaborative efforts between 
Jocal and foreign players have resulted in « positive outcome with the newly licensed rakuful 
operators consisting of joint ventures and consortiums of local and foreign players registering 
early strong performance. 

‘The significant growth performance of the rakaful industry has taken place in the context 
‘of the low insurance penetration rates in most Muslim countries. Moving forward, the high 
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population growth, increasing affluence, and favourable demographic changes indicate a 
significant positive growth potential of the takaful industry. The future prospects on the industry 
will, however, require strengthening of the institutional capacity, the ability to innovate, and 
0 achieve greater degree of operational efficiency. The strong performance must also be 
anchored by strong legal, regulatory and Shari'a frameworks governing the industry 

It is important to highlight that the key strategy for the sustainable development of the 
industry is the continuous enhancement of human capital to expand the source of knowledge 
in takaful and retakaful, This is crucial to elevate the technical expertise in this newly emerging 
industry, in particular, to drive innovation so as to enhance the ability to respond to the mote 
complex and changing demands. Expertise ts also required in risk management, governance 
structure as ell as in the regulatory and supervisory framework. This is vital to sustain 
‘market competitiveness of the industry. In this connection, Malaysia has taken the initiative 
to establish the International Centre for Education in Islamic Finance (INCEIF), which has 
been uranted a university status in 2006, INCEIF aims to nurture Islamic finance professionals 
and experts in order to address the human capital needs of a rapidly expanding Islamic financial 
services industry in the long term. 

Against this backdrop. this book is indeed very timely as it focuses on an important 
component of the Islamic financial system, the sakaful industry and on the opportunities that 
it offers. It is encouraging to note that many prominent takaful practitioners have contributed 
to thiy book. This sharing of experience and perspectives on the significant transformation 
that the fakaful and retakaful industry had undergone for more than two decades provides 
Valuable lessons, In particular, the papers have also drawn constructive references from the 
different jurisdictions, Their insights on the wide array of topics relating to taksful and retakaful 
‘will prove beneficial to the development process and advancement of the rakuful and retakaful 
industry 

‘The greater understanding and appreciation of Islamic finance asa viable form of financial 
intermediation will contribute towands paving the way for greater dynamism and growth of 
the takaful industry in the global financial environment 


Dr Zeth Akhuur Avie 
Governor of Bank Negara Malaysia 
February 2007 
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Introduction 


In line with other types of Islamic finance products, the Islamic insurance market has 
experienced significant growth since the establishment of the first sakaful operator in 1979. 
Research from Moody's rating agency has indicated that there are currently over 250 rakaful 
companies in existence globally and projections show that total sakaful premiums ure likely 
to reach over USSTbn by 2015, 

AS an introduction 10 the subject, this book explores the growth and global market for 
takaful and the factors driving such growth. Although Islamic jurisdictions have traditionally 
thud one of the lowest insurance penetration rates in the world. this book examines how the 
growing demand for Islamic financial services can be harnessed to develop a profitable takaful 
‘market for the future. It will also consider the corresponding development of the re-takiful 
industry, which is key to the growth of the direst takufiul market. The first re-takafiul company 
‘was established in 1985 and, although there has been a steady growth in the number of re- 
tukaful operators over the past 20 years. it has not yet been able to match the surge in the 
number of direct providers over the same period. This has resulted in many Zakaful operators 
having to resort to conventional reinsurers in order to manage their risk profile. Althonigh a 
number of well-known international reinsurers are obtaining licences 10 establish Islamic: 
compliant reinsurance operations around the globe, the need for Shari'a compliant reinsurance 
capacity remains vital 
Against this background, this book considers the different sakaful models and mechanisms 
in existence. This encompasses an examination of the development of comprehensive life and 
non-life fakaful products, the use of rakaful as a wealth management vehicle as well as the 
‘common misconceptions and concerns Which arise in the provision of taka 

‘The underlying akaful models and mechanisms are put into context by a consideration 
of the business development and distribution issues which face the market, The low penetration 
of insurance business in Islamic jurisdictions has traditionally been attributed to factors such 
a poor marketing and a general lack of understanding of the available products, This book 
explores how these issues can be overcome by. amongst other things. retailing rakaful in a 
more effective way and distributing the product through joint ventures with conventional 
insurers, Strategic alliances with conventional insurers and reinsurers will no doubt pave the 
‘way for increased competition in the market and will. in all likelihood, accelerate innovation 
Within the Islamic financial arena. 

The important issue of asset management within the takaful industry is also addressed 
and, in particular, the use of the sukuk market as a Shari” complisnt investment alternative 
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to the conventional bond market. In addition, there is a snapshot on the financial performance 
Of takaful operators in 2006 which focuses on the road blocks to growth, the performance 
‘and operational efficiency of takaful operators against conventional insurers and various 
Initiatives are mooted for the nest cycle of development in the sakafil market. 

‘The spiritual dimension of takai! is also examined and itis suggested that rakafil operators 
could market more effectively the spiritual benefits of takaful and gain a competitive 
advantage over conventional insurance products. 

The tukaful market also faces legal, regulatory and operational hurdles, which are 
compounded by the fact that the regulation of sakaful is at different stages of development 
in various jurisdictions around the world. As a consequence, there is no measure of international 
uniformity in the regulation and conduct of rakaful business. Developing « consistent 
International approach to regulation is key to facilitating the growth and global marketing of 
takaful, Wis also apparent that the development of an Islamic capital and investment market 
together with an internationally recognised rating system will be critical to the corresponding 
growth and development of sakufi. This will increase investment opportunities for makaful 
operations. enabling them to maximise returns within the parameters of Shari'a law. The 
{greater availability of capital is alse likely tw assist the global development of the re-takaful 
market 

This book is written by professionals with extensive experience of rakaful. It will be an 
invaluable guide in assisting those interested in the sakaful market in understanding the models 
‘and mechanisms in use and the challenges and opportunities facing the takaful market 


Susan Dingwall 
Purtner, Norton Rove 
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Note from the Editor 


Islamic Insurance: Trends, Opportunities and the Future 
of Takaful 


In recent years, the Islamic insurance or takuful insurance industry has grown significantly 
as the Islamic altemative to conventional insurance and evolved from being a regional to a 
slobal business. The renaissance in Socially Responsible Investing (SRI) and customer demand 
for Shari'a compliant solutions has enhanced the community banking appeal of rakaful related. 
products. The takafu! procuct family spans across non-life (yteneral zakaful), life (family takaful) 
lth and pension business tines 
According t a report by Salama Islamic Arab Insurance Company in Dubai. *Takuful 
thus become one of the leading segments of the financial sector across the Asian, Arab and 
African regions with growth rates of 10 to 30 per cent over the last couple of years. There 
are currently around 60 sakuful operations in 30 countries worldwide.” The report by Salama 
Islamic Arab Insurance Company states that “the global rakaful market ix expected to grow 
at between 15 and 20 per cent per annum.” According 1 the report by Moody's in August 
2006," total rakaful annual written premiums exceeded USS2bn in 2005 and are expected to 
reach USS7.dbn by 2015, The report by Salama Islamic Arab Insurance Company further 
Hotes that “of this estimated amount, USS2bn in annual premiums would be writen in GOC 
markets, USS1.3bn written in Asia Pacific region and an additional USS2.6bn in Europe, 
Turkey, China, India and the USA. 
Major markets currently include Malaysia, Iran, Pakistan, Saudi Arabia and other GCC 
countries, In Malaysia, the current market penctration is low. However, "Taka! is expected 
{0 constitute 20% of the totul insurance market by 2010 (currently 6.5 per cent)” according 


Exhibit 1 
Global takaful industry overview 

Country Tokoful Business 
‘Arab counties 
Malaysia 

‘Asia Poche countries 
Europe and USA 
Source: Saloma Islamic Arab Insurance Company, UAE 
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to the Islamic Finance Newsletter of S December 2005. The Central Bank in Malaysia issued 
our new fakaful licenses in January 2006 and interested parties included conventional financial 
institutions in Australia, Japan, Europe and the Middle East (HSBC Insarance (Asia Pacific) 
Holdings, Jemer Asia and Wang Simpanan Pekerja: Mong Leong Bank, Millea Asia, Japan 
and Hong Leong Assurance; Bank Simpanan Nasiooal and Prudential Holdings; and MAA 
Holdings and Solidarity), Recently, Allianz launched life and non-life sakafid products in 
Indonesia and Allianz Indonesia expects growth of more than 30 per cent in this segment 
over the next wo years? The GCC states will see a dramatic increase in rakaful in the coming 
years. According to the report by Salama Islamic Arab Insurance Company, “the introduction 
of compulsory health insurance for expatriates from | January 2006 and motor third party 
liability in Sauli Arabia is an important trend in the Gulf. In the LAE. health insurance will 
also be made compulsory for foreigners, providing considerable sources of revenue to fakaful 
companies.” In October 2006, the Council of Ministers in the Kingdom of Saudi Arabia 
licensed 13 new insurance companies most of which ane joint ventures with foreign partners 
und several mote applicants are in the pipeline. American Insurance Group (AIG) launched 
‘srexional fakuful company, AIG Takatul, based in Bahrain. AIG Takaful wil provide a range 


of takaful products, including accident and health, motor, personal contents, property and 
casualty”? The US and Europe offer considerable untapped expansion potential for the sakaful 
Industry 


‘Currently, general sakaful (non-life) business has a dominant market share of the overall 
product mix in Iran and the Middle East region. According to the report by Salama Islamic 
Arab Insurance Company, ‘approximately $2 per cent of the projected total annual takafiul 
premium would be non-life (general takaful) with an impressive gain with lifelfamily takafil 
segment increasing to US$4,9bn, Malaysia and Indonesia will continue to be at the forefront 
Of the sakaful business with over USSI.sha in premiums. The Saudi market within the GEC 
has attracted several new market entrants and with the liberalisation of foreign cwnership in 
the UAE and other markets in the insurance sector, it will further accelerate growth. Among 
the GCC states. Saudi Arabia is expected to generate close to US$900m in premiums, followed 
by the UAE (USS480m) and Egypt (US$467m) 

As the takafiul industry develops, it needs to obtain Sharia compliant reinsurance (re 
tukaful) products and capacity 10 direct fakaful operators for risk transfer purposes. Millea 
Asia, wholly owned subsidiary of Miflea Holdings Ine, established Tokio Manne Nichido 
Re-Takaful (TMN) in Singapore in 2004, TMN is the first re-rakaful spectalist company 
established by a major international insurance group.* The Arab Insurance Group (ARIG) in 
Bahrain established Takaful Re, the first reinsurance company tc be organised and operated 
in 9 fully Shari'a comptiant manner in the Dubai loternational Financial Centre (DIFC) with 
an authorised capital of USD S00 million and an ised and paid-up capital of US$125m. 
The Central Bank of Bahrain granted a licence to Hannover Re in September 2006 to establish 
tun Islamic reinsurance company in Bahrain, which will focus on general and life classes, The 
new firm, Hannover Re Takaful, will be « wholly-owned subsidiary of Germany"s Hannover 
Re and will have a paid-up capital of BD20m (UIS$S3m). Hannover Re Takaful will be the 
principal underwriter of Hannover Re’s worldwide re-takaful business." The Central Bank of 
Malaysia granted three re-takaful licenses to conduct general and family re-takaful business. 
to inter alia Munich Re.’ Other Islamic reinsurance companies include Best Re in Tunisia 
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and ASEAN Re-Takaful International in Labuan, Malaysia. Lloyd’s insurer, Creechurch 
‘Underwriter Limited, has created in partnership with Salama Istamic Arab Insurance Company 
the first rakaful syndicate with aa initial underwriting capacity of £41. The takaful syndicate 
will benefit from the same security rating provided to all Lloyd's Syndicates provided by 
‘Standard & Poor's. AM Best and Fitch.* 

Due to the ethical guidelines underpinning Islamic banking, investment and finance. the 
increasing transparency of customer terms and conditions, the pricing structure, regular 
monitoring for compliance by the Shari'a boards, major takaful providers need to enhance 
their capacity to innovate, carefully review and understand evolving customer and market 
specific needs, carefully re-engineer their product design and customer benefits package. For 
‘example, an area of considerable growth in the GCC, in particular the UAE, is the real estate 
and home finance market. Tarweel and Amlak’s home finance products and services have 
made a significant impact in this context, Tamweel's recent “Yusr product’ is one of the 
World's first Shari'a compliant adjustable repayment mortgage finance that allows customers 
to make lower monthly repayments in the initial years and amortise the difference over the 
remaining years of the repayment pericel. The expansion of the Sharia compliant home 
Finance market has also spurred the growth of rakafw! mortgage protection products with 
‘Aman Insurance taking the lead in this product fine within the UAE. 

The rukaful industry has been successful in distributing products through ity agency 
salesforce, direct channel, e-commerce and to a limited extent via certain retail banks. Several 
enterprising banks have included tancassurance in their product offerings (for example, the 
takaful joint venture between Prudential Ple and Bank Simpanan Nasional Bhd in Malaysia 
in August 2006 to create Prudential BNS Takaful Bhd which will leverage on the banks’ 
network to offer takaful products to the hanks’ customer base”) and some af the new operators 
are offering general iakaful products online. The distribution of zakuful tife and savings proxtucts 
trough bank channels s largely new, but the sales process through the bank branching: network 
hus been facilitated by the advent of web based point of sale and online administration systems. 
Tn 2006, the Abu Dhabi Commercial Bank (ADCR) in the UAE successfully launched its 
"Meethaq’ 1akaful and savings programme designed to meet the lifecycle financial planning 
needs of its consumer segment, The product devign has several innovative features and the 
delivery is supported by PWU's internet based point of sale and administration system that 
provides for customer convenience. The major takuful operators are well positioned to expand 
their cross-border distribution reach across multiple distribution channels including but not 
Jimited to international bank distribution channels and corparate group plan sponsors. Product 
customisation for the different bank channels (retail, mass affluent and private banking), 
customer referrals and gaining brand loyalty are critical success factors. Product packaging, 
customer convenience, customer care and transparency of terms, conditions and pricing are 
also important catalysts to increase the share of the sakaful business across multiple distribution 
channels. The ability to tailor suitability diversified risk rewand investment portfolios, select 
top quartile performing funds from major international brands and control defined portfolio 
risk levels are powerful drivers for the retail value proposition. Furthermore, the product 
certification by an independent Shari’u beard of experts and ongoing compliance monitoring, 
With high ethical standards has favourably impscted transparency and disclosure of terms and 
conditions, charges and frequency of reporting. 
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‘The legal and regulatory landscape of the takaful industry is at its infancy. In an integrated 
global financial services market. one of the challenges faced by the cross-border takaful players 
includes the development and harmonisation of the prudential regulation and supervision at 
an international level of the takaful and re-takaful industry. The Central Bank of Babrain 
recognised the need to introduce comprehensive regulations to foster the industry's growth 
‘and as a result introduced regulations for the Islamic insurance and reinsurance industry which 
form part of the CBB’s Insurance Rulebook in 2005. Furthermore, according to the BMA 
Insurance Review of October 2005, "work on a global standard on rakaful has reached an 
advanced stage. The International Financial Services Board (IFSB) and the International 
Association of Insurance Supervisors (IAIS) are developing the standards jointly. The issues 
paper on takaful, presented by the joint working group, provides a detailed insight into the 
background of takaful, the need for a standard, the relevance of LAIS core principles to taku, 
governance issues (such as the roles of the Shari'a boards), financial and prudential isnues, 
market conduct issues and supervisory skills and training. The BMA has recently pioneered 
4 comprehensive regulatory framework specific for the takaful business. The framework, 
issued in May 2005, takes into consideration the unique characteristics of Islamic insurance.” 
‘The Bank Negara Malaysia's Deputy Governor noted in a Keynote Address at the 2nd Seminar 
6on Regulation of Takaful: “A joint working group comprising representatives from TAIS and 
TFSB has been formed to assess the applicability of the IAIS insurance core principles for 
1akaful. The joint working group has made significant progress through the issuance of an 
Issue Paper on Issues in Regulation and Supervision of Takaful. The Issue Paper has identified 
four major areas that requite immediate attention. These are the corporate governance, financial 
‘and prudential regulation, transparency, reporting and market conduct as well as supervisory 
process, which may lead to the issuance of a specific gvidance paper or stanklard that corresponds 
With the TAIS insurance core principles’! 

Against this backdrop, this publication is timely. It draws together the insights and 
experience of a wide range of knowledgeable and prominent matket practitioners, renowned 
Shari'a scholars and academics, major akaful and re-takaful providers, wealth managers, 
international actuaries, consultanty and lawyers and leading regulatory authorities. Their 
‘contributions have been organised into four parts 


+ Introduction to pakupiul 

+ The takuful models and mechanisms 

* The business development and distribution issues 
+ Legal, regulatory and operational issues 


I wish to thank each one of the authors for their valuable contribution, time, encouragement 
‘and dedication, Their wealth of knowledge and expertise is impressive and 1 am grateful to 
thom for sharing it with us. 1 wish to express my sincere appreciation to Dr Elizabeth Gray 
and Sanjeevi Perera, Commissioning Exitor at Euromoney Books for their excellent cooperation, 
review and assistance in accomplishing this unique and important project. 1 also wish to thank 
Kamar Jaffer for her invaluable research, review assistance and overall contribution to enhancing 
the quality of this interesting and timely publication, 
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Conclusion 


‘The global sakuful industry is relatively small compared to. its conventional. insurance 
‘counterpart and the current rakaful market size is estimated between USS2.Sbn to USS3.5bn 
of annual premium. It needs t0 gain critical mass, build worldwide brand recognition and 
exceed performance standards set by the conventional insurance industry. There are only a 
few international rakaful suppliers. The major challenges include the development and 
harmonisation of the regulatory framework for the takafil industry, creating suitable Shari'a 
-compliant investment securities, raising customer awareness and education, proxtuct innovation 
‘and marketing, gaining brand recognition, offering attractive investment choices to customers 
in family rakaful Yinked investment plans, optimising the use of technology to enhance customer 
aftercare, widening penetration of bank and alternative distribution channels and creating 
strongly capitalised global re-rakaful and multiline takaful providers. 

‘There are significant untapped new growth opportunities for Isamic insurance products 
in the US, Europe, the Middle East and Asia. For example, the Syrian Insurance Supervision 
Committee has granted in-principle approval to the Syrian Qutart Insurance Company, the 
Nour Insurance Company and Al Agila Insurance Company to provide Islamic insurance 
products in an emerging market estimated at US$SO0m.!? There is also scope for GCC and 
international cross-border players to package premier products and services to their middle 
income and affluent customers and process these through major bank distribution and other 
financial intermediaries. Primary markets within Europe that have a sizeable Muslim population 
include the United Kingdom, France and Germany. In Asia, China, India and Indonesia also 
coffer opportunities, Islamic centres of product excellence include Malaysia, Balan and the 
UAE but Indonesia, Saudi Arabia and Pakistan are fast evolving and building their product 
expertise in this important business segment, In addition, takaful companies may now obtain 
«financial strength rating from international rating agencies such as Moody's which provides 
fund members adequate financial security, corporate governance practices and risk management 
systems,” The major regional and intemational players such as Dubai Islamic Bank, National 
Commercial Bank, Kuwait Finance Howse, Citigroup, Mayban and Bank Mandiri are well 
Positioned 1 export and adapt their distribution capabilities and customer-centric value 
proposition w the mature regulatory. tax and accounting regimes of the major OECD 
jurisdictions. Global insurance brands such as AIG, Prudential Plc, AXA. Allianz, Munich 
Re and Hannover Re have recently entered the fakufil or re-rakapul business. Similarly, the 
international bank distribution partners such as HSBC are expanding their community basking 
offering to including takaful solutions for their individual and corporate customers 


1 Mondy’s report enti! “Takafut A Market with Great Potearia” dated August 20%, 

2 Allnme press release dated 4 January 2006, 

1 Ceoinat Bank of Babrn’s Tosurance and Fatof Review distod Octer 3, 

4 Millea prow release dated | Devember 200 

5 ARIG press release dited 19 Septeriber 2005, 

6 CRB press release dated 11 September 3006 

7 Middle East Insurance Review dated November 2006 (page 59) 

48 Insurance Jeri entitled “Lloyd's Creechurcth Creates Symficate io Conform with Shari'a tan" ted 6 January 
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Introduction 


‘To witness interesting challenges and opportunities in the field of insurance, takaful oF Islamic 
insurance is the space to watch and the field with which to be involved. This view is certainly 
in the minds of many entrepreneurs and insurance practitioners around the world who have 
‘Witnessed the growth of takai! since the mid-1990s. Numerous papers and articles have been 
written on the growth and size of the market in takafil and each of these has fallen out 
‘of date very quickly. The paces of growth and supply of sakaful have been striving to catch 
up with the unlocking of pent-up demand. It has been a delight to witness the phenomenon 
‘of demand triggering this much activity on the supply side, as new companies discovered the 
extent of latent demand, Numerous research studies have been conducted over several years, 
‘and many have highlighted the difficulties of turning this latent demand into something tangible, 
tis most fulfilling to note that whilst it is relatively easy to critique the possibilities of takaful, 
those who believed in the demand for Islamic products persevered and took the steps to 
commit their capital in green field takaful projects and initiatives, and have been proven right 
The momentum created by the growth in takuful has eventually been reason enough for crities 
Of 1akaful to join in the development of the fatafil industry 

‘This chapter is a synopsis of the size of the global takaful market at a point in time 
(2006). As it is rather difficult to source information on this subject, it is hoped that this 
chapter may prove to be a useful reference point on this subject. The sources of data for this 
paper have been Sigma publications of Swiss Re, the Arab Insurance Group and the author's 
‘own research efforts in acquiring data directly from the industry. The projections and estimates 
are based on the author's understanding of the jakaful market, interpretation of past trends 
and changes due to on-going developments and current understanding of the future prospects, 


The takaful industry 


The term “fakafil industry’ refers to all operators involved in the business of rakafid products 
and services. The industry consists of direct insurance-writing companies offering a full range 
of rakaful products, conventional insurance companies offering a limited range of takaful 
products and re-takaful and reinsurance companies. Increasingly, banks are becoming active 
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players in rakufi through ownership of takaful businesses, and distribution of takaful products. 
Reinsurance brokers, insurance syndicates and fund managers are also active in the rakaful 
busines 

Typically, takaful reflects products based on certain defined rules and processes in line 
with the Shari'a principles, such as wakela and mudaraba models, rules governing investment 
and management of funds, and cooperative principles of sharing risks and rewards (commonly 
knowo in the sakaful industry as profit sharing), Most objections to conventional insurance 
‘came from the Sunni juristic school of thought. This generated debate in the 1970s and 1980s 
in order to find an acceptable solution to financial risk management. This resulted in subsequent 
‘consensus on a Sharia compliant insurance model to be established on cooperative principles 
that we now know as fakaful. Although there were fewer objections to conventional insurance 
‘within Shi'a jurisprudencial thought, there is a general acceptability of twhafil amongst Muslims 
from both schools of thought (Shi'a and Sunni). The takaful industry should therefore be able 
o expand into countries where either school of thought dominates. 

In the mid-1990s, the takuful ‘industry’ was made up of just a handful of companies. 
With a few exceptions, most rakaful operators were struggling to compete, equipped with a 
limited product range and very few investment opportunities to match insurance-related rakafil 
liabilities. By the mid-2000s, there are an increasing number of players and the universe of 
Islamic insurance is growing strongly. both professionally an competitively. thanks partly 
1 the continuing growth in the range of Islamic investments relevant to insurance, 


‘The growth of the takaful industry 

‘The rakafiul industry finds itself in the mid-2000s poised for a quantum Jeap, ax we witness 
4 growing number of players, both big and small, entering the market, We have moved past 
the milestone of "perception’ and are now very much in the “realisation” zone of rakaful 
potential. Industry leaders have been busy laying the foundations for building this industry 
‘on ethical and fair principles, guided by the laws of the Shari'a, The sakaful industry iy now 
at the critical point of having understood the virtues of a taksful system, and is beginning {0 
‘Work with real numbers and underwriting profits for providing good durable returns w both 
‘customers and shareholders alike 

A study was undertaken by the author in 2003-4 to establish the size of the Hakafiul 
industry in 2002 and to project its size in 2015 in terms of rakuful contributions or written 
premiums, These estimates have not been updated since and the 2002 estimates are quoted 
in Exhibit 1.1. ‘The data and projection model is built from the author’s own research work 
including sources from Swiss Re Sigma and the Araty Insurance Group! 

‘The estimated global nakaful premiums (or contributions) were US$1.3bn in 2002, although 
this excludes premiums in fran. Including Iran, the figure was USS2.1bn. It is estimated that 
bout 40 per cent of global fakaful business relates te family rakafid o Sharia compliant 
life assurance. In 2002 there were an estimated 41 companies offering Islamic insurance 
(either as takaful companies oF through Islamic windows) in some 23 countries around the 
world. OF this, the institutions offering takaful Uwrough Islamic windows were estimated (0 
be only S per cent of the total. The number of sakafu! companies more than doubled te 87 
in four years (by mid-2006) across 29 countries. Takafidl windows represent 36 per cent of 
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this number, showing a growing trend of conventional companies wishing to enter this industry, 
either as defensive moves to protect their existing market share. or to genuinely increase the 
market share for fakaful products. ‘The position in 2006 is shown in Exhibit 1.2 


Exhibit 1.1 
Global takaful in 2002* (US$bn) 
“(revised estimates, 2003) 
USS 2,098 
USS 1.164 

US$ 94 

Fovmly 

‘okohil tobahl 


Source: Author's own 


Exhibit }2 
Takatul windows and companies, 2002-2006 


Windows Weirdows 
2 FT) 
Compares 


19 
al Companies 
2002 


‘Source: Author's own 
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Exhibit 1.3 

Number of takaful companies in the Middle East, July 2006 
Islamic insurance: in Existing 
companies Existing formation Total’ | windows: 
Saudi Arobio 1 |. 4 ° 
Bohvain 3 | ’ 4 ° 
tron 5 | ° 5 ° 
Kuwait call het ae 6 0 
Qatar 2 | 0 2 ° 
‘mon ° 1 Joos 9 
United Arab Emirates, 4 1 s 1 
Yoman ’ ° ae 
Jordan ’ 1 2 ° 
Labonon | Tar ° 1 ° 
‘Middle East (toto!) 23 yea a 7 


1 Inclusive of windows 
Source: Author's own 


Exhibits 1.3 10 1.6 illustrate the position in the sakaful industry across the globe, as at 
imid-2006. 

As can be seen from Exhibit 1.3, the Middle East has shown most of the entrepreneurial 
activity since 2002, establishing the largest number of fully-capitalised companies, rather 
than Islamic windows. Some 80 per cent of the windows were established in the Axia 
Pacitic region (mostly in Indonesia) 

Exhibit 1.7 illustrates the geographical spread of sabaful premiums. This represents 
share of 37-5 per cent of wlobal premiums in Malaysia, 39 per cent in Iran, 20.5 per cent in 
Arab countries, 2.6 per cent in other Asia Pacific countries (ttut is, other than Malaysia) and 
0.2 per cent in Europe. In Malaysia and other Asian Pacific countries (Indonesia, Singapore 
ind Brunei), the family sakaful and personal lines business has grown at a much faster rate, 
with overall zakaful premium income predominantly derived from these product lines. 
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Exhibit 14 
Number of takaful companies in Africa, July 2006 


Islamic insurance in Existing 
companies Existing | formotion Total’ windows 
Tunisia ? ° 1 ° 
Eaypt Hi 0 1 0 
Sedon 2 o ” Bay 
Ghana 1 ° 1 1 
Niger 1 ° 1 1 
Senegal 1 ° ’ ° 
Arica (totel) v ° v7 2 


1. Inclusive of windows 
Source’ Author's own 


Exhibit 1.5 
Number of takaful companies in the Asia Pacific region, July 2006 


Iulamic insurance Ye Existing 
companies Existing formation Total’ windows 
Malaysia \a 5 4 ° ° 
= ce 2 Tipe 
hone = o 34 petovle 
Indonesia 2 ° 2 2 
Ausroia 1 ° i 1 
Thalond Fy 1 ’ @ 

Asia Pacific (total) -“ ¥ 5 ’ wo 24 


1. inclusive of windows 
Souree: Author's own 


Islamic Insurance: Trends, Opportunities and the Future of Takafu! 


SLssdcr si laispu soipniseebitta Seat na WON vA7 aS 
Islamic insurance tn Existing 
companies Existing formation —_| Toto!’ windows 
Pokistan 1 1 2 9 a 
Bangladesh ji 6 ° 6 o 
Sri Lanka 1 r 3 3 ° 7 
ve 7 a |e: i 
ania i 0 i 0 
Tinidod & Teboge 2 Chan 2 2 
To 7 ry i 7 
‘The Rest of the: 
wed B ‘ v 4 
Total 7 D 4 nn 


1. inclusive of windows 
Source: Author's own 


The Malaysian market has grown at a staggering rate of 79 per cent per annum in family 
aful aver the period 1995 to 2001. The five-year compound annual growth rate (CAGR) 
for conventional life insurance in 2004 was 19 per cent per annum in Malaysia, 33 per cent 
per annum i Saudi Arabia and 7 per cent per annum in Jordan. The dramatic growth in Saudi 
Arabia is likely to be sustained in the zakafiul business sectoe, as new locally licensed companies 
start writing fakafil business from 2007 


ta 


Which takaful products are available and where? 

The product shelf of iakuful is wore comprehensive in general sakaful than family takafil 
It was not until the late 19905 and the early part of 2000 that more emphasis was given to 
the development of the family fakafid business lines. There are a number of reasons as to 
why family takaful lagged behind general takaful 


‘+ A mind-set that conventional insurance was unacceptable on religious and cultural grounds 
had more of an adverse impact on family takufi than on general takafil 
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Exhibit 1.7 
Global takaful premiums, 2002 (revised estimates, 2003) 


Europe OwrAsia Arab Maloyala = ran 
Poni: counteea 


Source: Ajmol Bhaty. 'Tatohd ~ Globo! Overview and Opportunities Ahead’ 


Exhibit 1.8 
Geographical spread of takaful, by number of companies, July 2006 


The Rest 
Ahica ae 


Middle East 
36% 


Source: Authos's own 
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Exhibit L9 
‘The annual growth of family takaful verses general takaful (%): 1995-2001 


Family General | 
[Biotest — Brototd | 70 
34 
25 
10 
Moloysia C4 Conall Jordon ran 1998- 


2001 


Sovice’ Ajmol Bhaty, “Takohs! - Global Overview and Opportunites Ahead! 


© General insurance acceptance was easier as a necessity 10 protect businesses and assets 
Life insurance appeared to be more of an intangible benefit and there was more of a 
perception that it was a wager on life 

+ Companies were better resourced with local talent to handle general insurance, with a lot 
‘of support from foreign insurers, brokers 

© The range of Is 
for developin 
Islamic fund man 


ind reinsurers 


ic investments was short term and very limited, thus not entirely suitable 
t until perhaps the year 2000 that 
gement activity accelerated, providing a 


to develop long-term proxducts 


Jong-term tiability products. It w 


reasonable range of possibilities 


In most Arab countries, family takaful was written 


Jess than 1 or 2 per cent of the total, 


fed with S per cent or more in life insurance. Malaysia addressed the issue of family 
takaful early, as did, in limited way, some countries in Europe (Germany, France, Belgium 
nd the UK) mainly through the efforts of one ¢ 1.10 
iMlustrates the extent to which family takaful formed part of the total portfolio, It does not 
indi the 100 per cent of family takaful in Europe actually repre 
much lower volumes than the 88 per cent in Malaysia. 
Family takaful has experienced better growth in the Middle Bast since 2002, and the 
takaful business in general as achieved a good momentum since 2001. The global average 


mpany based in Luxembourg. Exhil 


Le the valumes written b 


mix of life insurance and general insurance is around 70 per cent life ( 30 per cent non-life 
Most countries where rakaful is being sold have a large gap Wo fill as family ‘akafid still 
constitutes a small portion (usually up to 20 per cent), apart from in Malaysia, Indonesia and 
some European countries. Exhibit 1.12 illustrates this in selected markets in 2004, The 


Malaysian ‘aka/ul market is fast changing and is likely to experience much faster growth than 
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Exhibit 1.10 
Family Takaful verses general takaful: selected, markets 2001 


Source: Author's own 


Exhibit 1.11 
Life insurance verses general insurance, selected markets, 2005 (%) 
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Exhibit 1.12 
Family takaful verses general takaful, selected markets, 2004 (%) 


United Arab Emirates 


Sovice, Author's own 


it has to date. The Malaysian takaful regulator is very much committed to supporting the 
development of the fakaful industry. The impressive growth rate of some 18.8 per cent per 
‘num oVer & period of five years (2008 to 2004) has managed to secure market penetration 
of around 5.6 per cent (the total number of policies in force divided by the total population) 
The stated objective is for takaful to achieve # conventional penetration rite of at least 38.7 
per cent 


General takaful products 


Takuful companies everywhere typically provide a full range of general takaful products in 
thoth retail and corporate segments, Areas where fakaful may not be offered are breweries, 
‘bars, nightclubs and the like, where stich activities are prohibited by Shari'a law, General 
taka wis inteoxhiced in Sudan first in 1979. Exhibit 1.13 illustrates its introduction in other 
markets 

The economies of some of the countries in the Middle East are energy-dlriven, where 
Jonger periods of high oil prices have been a boost to economic development. This has helped 
to sustain good development in industrial and commercial sectors, with a positive impact 
‘on employment and social development. General takaful therefore features heavily in these 
countries. 


General fakaful products avaitable for individuals on the retail side are: 


‘= personal accident: 
= wavel; 
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Exhibit 1.14 
General Takaful products: typical mix, 2004 (%) 
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ly for reasons. 


Major risks in the oil and energy areas are still placed conventionally, prin 
of underlying security 
The generic products listed above are packaged in vanous Ways to provide the following 


+ financial services blanket cover, 
+ professional indemnity rakaful, 
+ loss of prot rakafil 

+ public lability rakaful 

+ employers” liability uakaful: 

+ material damage rakaful 

+ money sakufl (nv 
+ fidelity 


yy in transit and sah 


antee tahiaful 


+ Jeasing of plant and machinery eakaful: and 


+ credit protection takaful 


Family takaful products 


Almost all rakaful operators offer Shari'a compliant group life cover oF 


wap takufu. ‘This 
uf term insurance / takaful business, 
nany of the Arab countries where the mix of faumily 1ekaful business is | per vent 


year renewable cover that fits easily within the s 


In fact, in 


or lower akaful is the main or only compen 


‘nt. In other markets such ts Malaysia, 
Indonesia and Singapore, several types of family nakaful products are available related 10 
savings and protection, Family 1a duced int Sudan, Luxembourg (for Germany, 
France, UK) and Malaysia in the early 1980s (1984 in Malaysia, Qatar in 2001 and Bahrain 
in 2002), Qatar registered US$O.9m in the first year ¢ 
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business 
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‘The Gulf States show very good family sakaful potential for the medium term. There has 
been growing realisation of the real and serious issues caused by a young demographic profile 
and its impact on public funding. This is especially so where the state has been the biggest 
employer for the growing number of young graduates annually leaving universities 
Governments in countries such as the United Arab Emirates, Kuwait, Saudi Arabia and Bahrain, 
in pursuit of cutting expenditure, have introduced statutory health insurance. This is compulsory 
for foreign workers, but the trend is that it will also be applicable to the Focal population 
‘This, (ogether with the potential for family takaful to grow, is expected to boust the growth 
Of insurance manifold in this region over the coming years. 
‘The following are typical family 1akaful products offered 


‘+ family takaful ~ level-term assurance; 

* home finance takaful ~ mortgage related reducing-term assurance: 

+ savings and education plans ~ mostly unit-linked funds with family sakaful wrapper; 

‘= retirement plans ~ contribution-defined savings schemes with specific funds providing 
Minimum returns together with the possibility of growth through equity-based instruments 
(offered in a limited way in Malaysia and the Middle Bast); 

* ancillary benefits added to the main plans, such as protection for critical illness, disability, 
accidental death, of waiver of contribution; 

‘+ retirement annuities (only offered in Malaysia); and 

+ wagf plans ~ regular savings to accumulate funds established for special purposes (for 
‘example (o belp the needy). 


A wide ringe of investment avenues is now available in the following categories, varying in 
ondance with local regulations 


Islamic deposits, 


= wukuk / government Islamic securities: 
+ other investment instruments issued by the Government and private sector 

= equities within Shari'a parameters: and 

real estate. commodity. currency and Jease-based instruments with fixed retums 

Who Is buying takaful products? 

A prime purpose of the fakufiul systent and its products chord with Mastin 


customers who may find conventional products unacceptable and buy them reluctantly. The 
takaful system and preshucts may be appealing to them for the following reasons: 


+ the concepts are in line with cultural and religious values: 

© the products are as good as conventional insurance in terms of benefits and pricing: 

‘+ the system is ethical in terms of investments, channeling funds to assets and businesses 
that are good for society and the environments 

‘the products are transparent and built on mutual help und a cooperative spirit. Takayiul 
focuses on the first principles of insurance (the law of large numbers} and on cooperation 
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‘amongst participants jointly helping each other at the time of need. This is also the community 
spirit at a micro finance level that is built oa joint efforts to manage risk in a financial 
proposition: and 

* the system is fair to all parties with mutual surplus sharing. Customers are assured of a 
relum in case of claim (the assured benefit) or payment of profit share even where there 
is no claim (provided the fund is in surplus). 


Given these appealing qualities of the takafi! proposition, are these not products that may be 
appealing to every person, irrespective of culture or religion? The answer lies in the experience 
‘of lakaful operators (mostly in Malaysia) where a large portion af poople buying takai! are 
nou-Muslims (in the range of 60 per cent). The marketing message to takaful operators is 
therefore that rakaful should appeal to Muslims and non-Mustims alike, each having different 
expectations, preferences and demands that can be provided by takufi. 


Who are the stakeholders? 


‘Consumers, takaful operators (takaful and re-takaful companies), regulators, Shari'a advisors 
and shareholders are all stakeholders in a rakaful business. 


* Consumers: Consumers look for value-for-money benefits aligned with their Valves and 
beliefs. Consumers help to turn perceived demand into real demand. Conceptually. they 
are joint owners of a takaful fund, having donated their individual contributions. They 
have notional ownership of the underlying funds in respect of their savings contributions 

+ Takaful operaiors: They offer knowledge, skill und ability to manage and administer nokuful 
in building durable and profitable business with Shari'a authenticity and regulatory 
alignment. Io return they must receive competitive rewand 

+ Regulatory: Their prime focus is to protect policyholder interests and 10 ensure market 
‘confidence through pruxlential regulations. Some countries have specific rakaful regulations, 
such ay Malaysia, Bahrain, Pakistan, Saudi Arabia and Sudan, Others try to accommodate 
the specific nature af sukaful business within the established and elaborate framework of 
eAisting insurance regulations, Examples are Indonesia, Brunei. Sri Lanka and Bangladesh. 
The support J business is essential in ensuring the nevessary 
confidence to the consumer 

+ Shari'a advisors: Shari'a advisors have the largest moral responsibility to ensure that 
products and operations are true to the letter and spirit of Shari'a principles, and to easine 
that the expectations of consumers, shareholders and regulatory compliance are managed 
within the confines of these principles. Shari'a approval of a product is not a carte blanche 
for acceptability of the proposition. Continuity of compliance in the management of these 
‘operations is essential in providers living up te these expectations 

+ Investors / shareholders: Like any business. investors expect a reasonable return on their 
investment, but do have an obligation to consumers to ensure that takafiul operations are 
established, promoted and managed strictly in compliance with Shari'a principles 
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Opportunities for new entrants 


There is enormous latent potential in takaful. The challenge is how to unlock this potential 
through a practical approach built on increasing the awareness of underlying concepts, 
maintaining the highest service standards, and delivering a competitive proposition. When it 
comes to measuring the potential, there are many factors to take into account, relating 10 the 
economics and demographics affecting people’s willingness to buy insurance, especially life 
inyuranee, These include: 


come levels and the distribution of wealth; 

+ the propensity to save. the inflationary outlook and tax incentives; 

* population, employment, the generosity of state social security systems and the quality of 
Sife; and 

+ cultural and religious bias towards financial risks related fo assets and people. 


Data such as a country’s gross domestic product (GDP) and insurance per capita are pointers 
to the potential in a market. For example, just 0.5 per cent penetration of life insurance into 
the GDP of Saudi Arabia would generate USS1.3bn of premiums. This takes Saudi Arabia 
from USS2 tw US$56 of life premium per person, still lower than the United Arab Emirates, 
‘no way near the levels in Malaysia, but a considerable jump for Saudi Arabia (27 times the 
‘current size). Is this within the realm of possibilities? Possibly. yes. Some estimates for the 
Saudi market by NCCI and local media provide double the potential just highlighted. 

‘The Jow spend on fife insurance in Saudi Arabia is true for most Muslim countries with 
the obvious deduction ~ conventional insurance does not relate 10 the values and beliefs of 
‘customers in these countries. Takafiul does 

For that very reason, insurance is underdeveloped in many markets where the economics 
and demographics are otherwise good. In general, insurance penctration in these markets 
anges from less than (15 per cent to 5 per cent compared to 10 per cent to 1S per cent in 
markets developed in insurance, This represents a tremendous room to grow, and this ik Why 
there is considerable activity in the zakaful industry in the Middle East in Malaysia, Indonesia, 
Sri Lanka, Bangladesh, Pakistan and in many other parts of Asia and Africa, Estimates of 
the 1akaful business were around US$2bn in 2003 including tran, af which around 60 per 
cent is general takaful. Estimates are for the industry to grow to between US$12 bn to USS14 
‘bn by 2015. Mast of this untapped potential fies in the long-term taknful business, such as 
family wkuful and related protection benefits, savings products, and retirement benefits, To 
achieve reach to customers with these products, one needs to build efficient distribution and 
delivery channels, This is much harder of course than developing products and systems ~ it 
can be a costly affair and pot easy te establish or manage. 

Exhibits 1.15 wo 1.18 illustrate that insurance penetration in Muslim countnies ts generally 
very low but fast changing. Exhibit 1.15 illustrates that in the year 2000, the majority of 
Muslim countries had total premium per capita below USSS0. and only a tiny number were 
above US$200; Bahrain, Qatar and the United Arab Emirates 
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Exhibit 1.15 
Total Premium Per Capita: 2000, 2005 (USS) 


Total Premium Per Capita, 2000 


Source Author's own, Sigma Swiss Re 


In 2005, many more Muslim countries have moved above the US$S0 and LIS$200 marks 


Even countries with very low penetration like Pakistan have doubled the insurance pet 


rate 
When mi 


GDP, most Muslim countries in 2000 fell below 2 per cent 
m as percentage of GDP. as illustrated in Exhibit 1.16, Only Malaysia 
exceeded well beyond t 3.72 per cent 


As Exhibit 1.16 illustrates, by 2005 insu 


x density in most Muslim countries had 
improved, with more countries crassing the 2 per cent level. Malaysia improved by 46 per 
cent from 3.72 per cont to 5.42 per cent 

In terms of life insurance. the picture was even more dramatic, as Exhibit 1.17 illustrates, 
In 2000, most Mustim countries fell below US$S0 of life insurance per capita; only Malaysia 
and Bahrain exceeded this at US$86.4 and USS59.0 respectively, In 2005, there was marked 
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Exhibit 1.16 
Total Premium Per GDP: 2000, 2005 (%) 


Total Premium Per GDP, 2000 
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J Arab Emirates and Ma 


ysia showing 


improvement in these countries, with the U 
impressive prowth, from US$37.0 to US$74.7, and from USSH6.4 to USSIR8.0 respectively 
Provided there is \s better potential to grow 
in Muslin countries even at modest levels of GDP per capita, Let us ke Malaysia as a 
example. Malaysia had a GDP per capita of USS4,762 in 2005, Ith 
4 tukaful market of sizeable proportions, with premium per capi 
USS188). and premium at $.42 per cent of GDP (life. 3.6 per cent), This example demonstes 
that there are a considerable number of Muslim counties with GDP per capita exceeding 
US$4,000 which have the potential 10 do the same, i 
Some of the Muslim countries are amongst the richest in the world, albeit at population 
levels that are small, except for Saudi Arabia, Libya and Syria that have target popal 
er than USS4,000 have good po 


takaful. There are several other countries that have not featured in these graphs where potential 


Wareness for this need to insure, tukaful 


ueceeded in developing 
of USS2A3 (life pren 


peter 


bases, Even countries with GDP per capita | 
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Exhibit 1,17 
Life Premium Per Capita: 2000, 2005 (USS) 


Life Premium Per Copita, 2000 
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Tor takaful exists, These countries are spread throughout Europe, Africa, South America 


and Asia, 


Conclusion 
There are ample opportunities for developing the takaful industry worldwide. However, only 
nciples will bring success 


genuine efforts to develop a business in keeping with Shari'a pr 


Any attempt to enter the market for the sake of soaking up business without genuine effort 
to provide a fair system will be of limited value 

Takuful offers oppurtunities to expand the size of the global insurance market by addressing 
the needs of consumers With a preference for this type of product. In the marketplace, the 
mv of this busines only the 
system. This aypect should be attractive to everyone, irrespective of takaful’s initial 
chaps “ethical protection’, upholding 


attract act that it is based om Islamic law, but because it 


pus basis. The correct description of fukaful is 
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Exhibit 1.18 
GDP Per Capita 2000, 2004 (USS) 


GDP Per Capita, 2000 
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Source: Author's own, Sigima Swiss Re 


ethical values for society and the eavironment. These are ensh 


ned in the Islamic financial 
system of ethical investments and in the use of money to create wealth on the basis of risk 


and reward, rathe 


an 10 eres 


le more money without 


uncasurate economic tisk 
The largest missing re 
wirce, For new a 


warce in the development of takaful is not capital but technical 
J cxisting takaful companies to operate on highly professional standards 
id management, and at the same time to have a genuine appreciation of the value 


the takaful system vis-a-vis conventional insurance 18 a challey 


elf, The industry has 
al of managing up to US$30 bp of funds by 2015 but do we have the right resources 
to manage these in building to 2015? Herein ties the true challen, 


the poten 


acing the takful industry 


1 Any repreducton of the information contamen i graph 0 dhs chant rv 


he pron permission of he ate 
SwissRe Sigma nod the Arab Insurance ( 


sp and vepratactha rast mbna the seat refereme 


2 Takaful - Global Overview and Opportunities Ahead, Ajmal Bhatty. Availabe from ajmalh alco h 


Chapter 2 


Taking takaful to the next level: 
how the industry can create demand 
for its services 


Sameer Abdi 
Ernst & Young, Bahrain 


Islamic banking dale Bast and South-east Asia, Yet 
the Islamic insurance or takaful market has remained low-key, especially in the GCC region 
This chapter explores how grass-toot demand for Islamic financial services can be harnessed 
to grow the takaful industry profitably for the future. Building a strong foundation through 
market awareness and an incentive-driven regulatory infrastructure is an answer, 


ial growth 


Introduction 


The concept of takaful 


The term tukaful is commonly used to refer to a Shari'a 


mpliant form of insurance or 


assurance contr nd financial 


1. Tukaful, however, is an age-old concept of mutual protection 

wand oF operative) based upon prine 

(the teachings of Prophet Moharamed PEON), 
There are ee ns Which must be satisfied in order for a sakaful contract 40 


aysistance (1a 


les set out in the Quran and the Hadith 


exist 


+ ne‘ah or the since na to follow the principles and rules set out in the takaful 


mf wilfully 


agreement, knowin 
* integration of Shari'a conditions, namely risk protec 
coincidence of ownership, the participation in mana, 


of riba (usury) and prohibited 


sharing under t 


v'awuni principle, 
ment by policyholders, avoidance 
and inclusion of af mudaruba (profit sharing) 
w fukaful manage 


vest 


or wakusla (agency) principles 
© the pri 


J cthies, that is. all transactions are camed out honestly 
and 

i" is present, that is, there are no factors present which 
are expressly prohibited by the Shari'a. 


‘and with full disclosure and transparency to all transacting partes 
* no unlawful element under the Sh 
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Takaful - Is it mutual cooperative insurance? 
‘The concept of rakaful is often compared to the conventional model of mutual cooperative 


insurance. At a cursory glance, this comparison is a reasonable one, especially when looking 
at the two common elements: 


‘+ the concept of the policyholders contributing funds into a pool to protect each other against 
specified risk events ~ the pool being managed by an operator or management compan 
and 

+ the concept of sharing technical and investment surpluses with the policyholders, rather 
than accruing fo the sharebolders of the operator 


However, there are certain distinct differences between the Islamic and conventional insurance 
models, both on the underwriting and investiment sides of the business. These pertain mainly 
to the concept of uncertainty or al gharar and the prohibition on usury. Takaful contracts 
must have & pre-determined payout in case of a loss, determined by the contributions of the 
policyholders. Also, policyholders” contributions must be invested on a Shari'a compliant 
basis, which means that most, if not all, conventional assets are not deemed to be acceptable 


The Middle East insurance market — Is it an opportunity for 
new entrants? 


The simple answer to this question ix yes. The Middle East, especially the countries of the 
Gulf Cooperation Council (GEC), has one of the lowest insurance penetration’ rates in the 
‘World, Given the economic boom for oil producing GCC countries, the future forthe insurance 
market looks quite promising. A comparison of the GCC markets with other second and first 
‘world countries reveals a fascinating story for the future, ax ilustrated in Exhibit 

Most GCC countries in Exhibit 2.1 fall short of the median penetration rates of other 
countries with comparable economic metrics, such as GDP per capita, This illustrates the 
room for the insurance markets in the region to grow from current levels to almost three 
times as much in the next few decades, 

However, a closer analysis of insurance penetration in the sample of countries revels 
more interesting attributes of this marketplace. Unlike other countries in the sample, GCC 
countries exhibit an extremely low penetration of life® versus non-life business, as illustrated 
in Exhibit 22 

Since 2001, there has been a steady increase in the number of rakafiul players across the 
GCC. However, their numbers are dwarfed by the number of conventional providers, What 
is interesting is that even though there are many conventional providers. the penetration rates 
in the region are low, possibly suggesting that the majority of the population is unwilling to 
buy non-Islamic proxtucts and/or conventional insurance providers are unable to target these 
market segments. This would suggest that zakaful providers could rapidly increase market 
share by targeting specific market segments with relevant Shari'a compliant products 
Logically, an increase in the number of providers will result in better product offerings to 
customers and force existing players to improve. 
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Exhibit 2.1 


Insurance penetration in the GCC (2005) 
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Source: Swiss Re Sigma No. 5/2036 Report and Auher’s Analysis 


Exhibie 2.2 
Life versus non-life penetration in the GCC countries (2005) 
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Exhibit 23 
Takaful and conventional insurance companies in the GCC 


Number of 
come Number of | Period of Period of Period of sy 
companies in preh9os 1996-2000 2001-2005 | insurance, 
the Gee? companies” 
Batvain 8 3 1 2 13 
Kuwoit 4 ° 2 2 8 
Oman ° ° ° ° 10 
Saudi Arabia 6 3 ° 3 2 
Gotor 2 1 ° 1 5 
UAE 3 ° ° 3 220 
Total 33 9 3 n 278 


‘Source: *ARIG 2006 report **zawya as of 247.06 


Exhibit 24 
Future expectations for the takaful industry 
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Exhibit 23 shows the development of akaful im the GCC The majority of takaful 
companies in the GCC are local providers and the market has not scen a mass influx of 
‘multinational insurance companies entering the market through an Islami¢-compliant window, 
fas has been noted in Islamic banking and wealth management. Such a move should benefit 
the industry, as these companies possess strong technical and financial capabilities. which 
can be leveraged to further increase the penetration of the sakaful target market. Exhibit 2.4 
shows the future expected growth in the industry, based om estimates at the time of writing 


Factors limiting the growth 


Demographics - Lack of education or awareness? 


Islamic finance is by its very nature a faith-based financial system and therefore the demand 
for Shari'a compliant financial products is driven by the retail (individual) customer. This is 
phenomenon seen in Islamic banking, where a sizeable portion of the market chooses Islamic 
financial products over conventional ones, even where the former provides lower economic 
retums. Therefore, understanding the demographic characteristics of the Muslim populations 
Yerstis non-Mustim countries is important in making any reasonable conclusions as to why 
tukaful (and insurance, in general) penetration is so ow in Muslim countries 


Education levels 

The level of education in the GCC has been historically low. with many countries actively 
promoting higher education programmes for their nationals. This is likely to improve consumer 
understanding of insurance amongst the population segment which is most likely 10 buy 
Shari'a compliant products. Increasing the number of nationals in private sector employment 
will also help stimulate demand, at both the corporate and retail levels 


Product understanding 

The common consumer in the GCC is largely unwilling to buy noa compulsory’ conventional 
insurance products as such products are not Shari'a compliant, Many people are unaware of 
the Various types of Islamic insurance products that are available in the market. Information 
about takaful and insurance is not being communicated to the marketplace in a consistent 
manner, In fact, any researcher will conclude that credible independent information on the 
Industry ant its proxtucts és not widely available, Exhibit 2.5 summarises the level of under 
stunding required for a common consumer in relation to insurance products. It is clear that 
tukaful players need to educate their consumer rather than try to ‘push’ products through 
regular marketing and distribution channels. Players such as Al Jazira Bank (Takaful Ta'awuni) 
in Saudi Arabia and Solidarity in Bahrain have been at the forefront of creating awareness 
amongst their consumer market, through various programmes. 


Social and family welfare systems 

Most GCC states are able to provide their nationals with & good level of basic public welfre. 
Hence, nationals have a high degree of dependence on state benefits. In most cases, nationals 
have more than one source of income; many will have investments and businesses which 
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Exhibit 2.5 
Consumer education 


Level of consumer understanding required 


Source; Author's own 


supplement their main source of income. Also, nationals rely on the state or their joint-family 
systems to assist them after retirement. Consequently, it is felt that the main competitor for 
many of the aduful life offerings in the GCC is the social welfare system already in place. 

However, the demographic breakup of GCC countries is eapidly changing. Most of the 
populations are young and will become a strain on the state and social welfare systems within 
the next few decades. Therefore, private insurance will become even more important if these 
population segments are to sustain their lifestyle needs on retirement in the next 30 years 
This segment presents an extremely attractive opportunity for takafu players, which are willing 
to invest time and funds in educating their targct markets 

In he case of expatriates, employers in most cases will provide varying degrees of benefits 
to them and in all eases access 10 state pension is restricted, Many expatriates will either 
repatriate their funds to their home countries oF into offshore savings plans oF set up savings 
‘accounts in the host country 


Reinsurance capacity 
Re-tukaful is a vital part of the takaful industry, as reinsurance 1s to the insurance industry 
‘The key benefits of re-takaful are the transfer of risk, capital relief provision and improved 
product development. In 2005, there were four re-takaful companies in the world with a total 
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___-br capital of US$235m. Only Best Re, a Tunisian-based company, hind an intemational 
Tating from Standard and Poor's (S&P) of BBB-. which is below investment grade. 
‘Traditionally, reinsurance companies have an investment-grade rating at a minimum and the 
top six companies have ratings of AA- or higher 

In 2006, there have been a few new entrants to the marketplace. Early 2006 saw the 
establishment of Takaful Re in Dubai, which is a subsidiary of the Arab Insurance Group 
(ARIG). Hanover Re and AIG have announced plans to set up re-takaful pools in Bahrain, 
More players are expected to enter the marketplace in the near future 


Investment allocation 


AA key issue for the rakafil industry isthe availability of Shari'a compliant investment avenues 
Tukaful players, like conventional insurance players. need to have astute asset and liability 
management processes. Therefore, short-term liquid investments are needed to meet immediate 
liabilities, while longer-term investments are needed for the life or family takafil (long-tnil) 
business, However, the investment universe for takaful players ix limited by conventional 
standards, in terms of the diversity and tenor of asset classes. Exhibit 2.6 illustrates the typical 
investment allocation by a sakaful company versus a typical GCC insurance company 

‘The key to improving asset allocation for sakufil companies lies with the Islamic banking 
industry. Islamic banks and asset managers need 10 place special attention on developing 
Shari'a compliant treasury and asset management products to complete the axset class spectrum 
for takaful companies. The sukuk market is one such example, Suduk, both short and long 
dated, are essential investment instruments for sakaful companies, especially those with long-tail 
family takaful portfolios. Although there has been an exponential increase in the number and 
volume of sukuk issues, considerably more work needs to be Jone to deepen both the primary 
and secondary debt capital markets. In addition to the fixed income markets, takaful companies 
also need to be able to invest in Shari'a compliant alternative investments, namely private 
equity and hedge funds, 


Exhibit 2.6 
Comparison of asset allocation - GCC conventional versus takaful 


GCC conventional company GCC rokaful company 


Soureer Author's own 
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Human resources 

Training and developing staff is fundamental for the long-term prosperity of the industry. 
Investment in people is needed on two levels, at the commercial level and at the Shari'a 
level. 

Most senior management in takaful companies have gained their formal underwriting 
qualifications and experience in the conventional sector before moving across to the Islamic 
insurance sector. Going forward, a dual training system is needed, whereby training in both 
conventional insurance and sakaful is obtained simultaneously, through programs such as the 
‘ACI qualifications. Fledgling atnempts have been made at achieving the dual training system, 
especially in Bahrain, but more needs to be done at an industry-wide level. 


1a addition to training and developing people in underwriting fakaful, the industry needs 
to recruit and retain the best people in other areas such as marketing and distribution, claims 


handling, finanice and operations (including information tezhnology). 


Regulatory enablers 

Exhibit 2.7 illustrates that countries in the GOC are at differont stages of developing their 
Islamic financial services industries. Bahrain has been able to develop a fully fledged capital 
‘market partly through initiatives of the Central Bank of Bahrain (CBB = formerly the Bahrain 
Monetary Agency) and enabling institutions such as the Accounting and Auditing Organisation 
for Islamic Financial Institutions (AAOIFD. 


Exhibit 2.7 
The development of the Islamic financial services industry 


cER 


Source: Dawney Day Global investment Limted 
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Exhibit 28 
Infrastructural developments in the industry 


Source Dawney Day Globo! investment Lined 


‘The key infrastructural developments that have taken place over the past 30 years are 
‘summarived in Hexhibit 28, 


‘The Figh Academy 

‘The Fiqh Academy passed a resolution in 1985 stating that commercial insurance contracts 
are prohibited according Wo the Shari'a, and that an alternative contract which conforms to 
the principles of Islamic dealings is the contract of cooperative insurance, based on charitable 
donations and Shari'a comptiant dealings. 


Islamic Financial Services Board and global Shari'a board 
‘The Islamic Financial Services Board (IFSB) is an international standand-setting body of 
tegulatory and supervisory agencies that have # vested interest in ensuring the soundness 
and stability of the Islamic financial services industry. The aim of the IFSB is to promote 
the development of a prudent and transparent Islamic nancial services industry, The IFSB 
works alongside other super-national organisations such as the Basel Committce on Banking 
Supervision, Intemational Organization of Securitics Commissions and the Loternational 
Association of Insurance Supervisors. 

At the time of writing. there is no global Shari'a board to regulate takaful; however, the 
AAOIPFI, Dubai International Financial Centre (DIFC) and the CBB all have their respective 
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Sharia boards, Some Shari'a scholars sit on more than one regulatory board and in some 
cases they will also sit on corporate Shari"a supervisory committees, Discussions are underway 
for the development of a global Shari'a board, which would be part of the IFSB. The main 
‘obstacles to the creation and operation of this board are reconciling the different Islamic Views 
that underfie Islamic finance, and the legislative powers of the super-national board. 


Accounting and Auditing Organisation for Islamic Financial Institutions 

‘The Accounting and Auditing Organisation for Islamic Financial Institutions (AAOIF1) is the 
‘main accounting standards board in the Islamic finance arena and is responsible for developing 
‘new standards and encouraging the application of these standards. AAOTFT standards are used 
in 27 countries and AAOIFI has 115 members, which include the Dubai Financial Services 
‘Authority (DFSA) and a number of leading Islamic banks and Islamic insurance companies 
‘The organisation has written two standards ~ FAS 12 and 19 ~ that are applicable to takaful 
and re-takeful. 


Central Bank of Bahrain 
‘The Central Bank of Bahrain (CBB) is considered the most progressive in the region. The 
CBB has specific rules for raba/i (including re-rakaful) in an Insurance Rulebook. The aim 
Of the niles is to provide the same level of protection to consumers as conventional insurance 
offers, and to ensure stability in the market. The key aspects of the rules state that companies 
can operate either as fakaful of conventional insurance providers, but not both. The prescribed 
models to be used are the al wakala model for all underwriting activities and the al mudaraba 
model for investment management. The rules permit offshoring activities, if operations are 
headquartered in Bahrain. The CBB rules cover corporate governance, statutory audits, capital 
adequacy, conducting business, risk management (compliance with Base! Il, where applicable), 
anti-money laundering and reporting, 

Many takaful operators are registered in Bahrain but carry out business in other GCC 
‘countries such as Saudi Arabia and Qutar, which is indicative of the progress that the CBB 
has achieved. 


Dubai International Financial Centre 

‘The Dubai International Financial Centre (DIFC) has ambitious plans to become a world 
financial hub, It is a self governing financial district, which has been designed to offer 100 
per cent foreign ownership, various tax incentives, including double tax treaties and zero tax 
for registered companies, Financial institutions, including insurance companies, are governed 
by the Dubai Financial Services Authority (DFSA), which has based its operating and regulatory 
mode! on the feading financial regulators globally, In the case of Islamic finance, the regulations 
are similar to those promulgated by the CBB. ‘The DIFC has made advances in attracting both 
conventional and Islamic insurance players to Dubai. Takaful Re is one such company, which 
has established itself in the DIFC. although its parent company ARIG is based in Bahrain 


Shari'a convergence 
Until recently, there was uncertainty on the type of underwriting model to use: al mudaraba 
or al wakala. Steps are now being taken by regulators and enabling agencies to promote the 
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use of a single model within the region. The mudaraba model has been accepted by Bank 
Negara Malaysia as an acceptable model to be used in Malaysia. However, most GCC scholars 
have disagreed with this model and believe that the wakala mode for underwriting is more 
compliant, The CBB and AAOIFI promote the ase of the wakala model, 

In addition, many of the regional Sharia scholars that provide advice to Islamic insurance 
companies are advising more than one institution. The benefit of Sharia scholars acting on 
multiple boards is the improving consensus amongst takafiul companies on vatious Shari'a 
compliance issues. 


Exhibit 29 
Summary of Shari'a scholars 


Number of Shari'a scholars | Number of tokaful boards | Number of states covered 


2 


Source: ARIG 2006 report 


From Exhibit 2.9, it ean be seen that there are some scholars that provide cross-border 
Shari'a advice tw takuful companies. thus increasing regional consensus. Furthermore, 
customers both at the retail and the corporate levels are judging rakaful providers based on 
the quality and reputation of their Sharla scholars There is a growing tendency for new 
entrants 10 secure the advice of a well-established Shari'a scholar 


What needs to be done for the future? 


The future of the sakuful industry ts entirely dependent on industry players. which must take 
A more active role in educating their customers and regulators, while enhancing discipline in 
their activities. Exhibit 2.10 summarises the areas where takaful players need to focus their 
efforts, in order to be commercially successful in this fledgling marketplace 

By concentrating on the factors outlined in Exhibit 2.10, rakaful players can ensure that 
the growth and profit potential of this industry is harnessed and that it experiences the same 
phenomenal growth patterns as the Islamic banking industry has through the last decade, 
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Exhibit 2.10 
Field of vision for takaful players 
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Chapter 3 


Family takaful as a driver of wealth 
management enterprise 


Douglas Clark Johnson, Stephanie Mumford Brown 
and Kirk B. Smith 
Calyx Financial LLC 


Introduction 


As the Islamic-world prosperity continues its striking expansion, wealth management will 
likely increase its relevance as a discipline for addressing the financial needs of affluent and 
middle class Muslims from Istanbul to Jakarta, Wealth management does not have # standard 
efinition, Rather, it spans a broad range of services from estate planning through private 
banking (0 financial planning. We use it here to refer to a customer-oriented approach to 
investment product design and service ~ one that takes a 360-degree perspective on family 
Financial assets, regardless of the customer's wealth level 

With its foundation on Sharia principles and the keystone of collective investment, 
the sakaful business has the capability to capture a significant share of the Islamic wealth 
management enterprise. After all, family takaful is more than a mere mechanism for 
Wealth management ~ one can argue that, with its emphasis on savings programmes, wealth 
management is uniquely the purpose of family taka 

This objective appears greater for fa 
which faces considerable competition for this role, within the broader financial services industry 
as well as among insurers. While bifurcation of the Islamic wealth manageme 
betwe ng and i 
We see fukaful operators tsking a particularly prominent role in this discipline 


business 
larly Uo how it has in the conventional arena, 


wurance may evolve 


Compelling demographic opportunities 
Den 


raphy uniquely favours the takafiel companies in the evolution toward an expert wealth 
nent business. The Islamic economy holds potential for spectacular growth, As the 
ule class flourishes across the Islamic world, both income growth rates and the relative 
youth of the population provide a highly attractive market. IMF and World Bank data confirm 
the rapid increase in both the potential demand and the capacity to buy family takiyful products 
(see Exhibits 3.1 and 3.2) 
Once a sakuful provider taps into this market with effective marketing and sales strategies, 
the potential for profitability 4s eno albeit undefined. The size of this audience and the 
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Exhibit 3.1 


The Islamic demographic skews young 
The relative youth ofthe Islarve world provides a healthy supply of potential takaf buyers for years, 
tocome, 
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ong the reasons conventional players have entered the whaful 


spore-based NTUC Income, to name just a few financial 
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entities, are craft nal insurers, in particalar, are pursuing this 


n the likely assumption that the phalany of competitors in mature markets 


Islamic opportunity 
may be overlooking or undervaluing the increasingly affluent Islamic population, Global 
AIG announced in October 2006 a Bahra 


insurance gi a-hased takaful emerprise, perhaps 


the eo 


drawing internal lessons fro npany’s success in retail markets such as the Philippines 
and Taiwan, decades before it became the largest US-based insurer 
Mor wer opportunity in the Islamic world works both ways. Family takaful 


products have the pe 


over, the eros 


onal life insurance. Broadly 
blights: the 


the 


pete successfully with conver 


sntal 10 0 
ial insurance model offers some familiarity. When one hi 


speaking, the mu 


consuiner benefits that characterise family takaful-transparency, limits on profit-takis 


alignment of insureds’ and operators’ interests, ethical investment guidelines ~ this represents 
non-Muslims alike 


8 powerful proposition to Mustims an 
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Exhibit 32 


Prosperity is growing aggressively in Islamic nations 
‘Accelerating affuence among Musims suggests both growing need and eapacity to buy savings and 
security products 
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A few lessons from conventional life insurance 


Conventional life insurance provides some interesting pointers for the potential evolution of 
family rakafut as 0 framework for wealth management: both positive and negative lessons. 
The traditional whole life policy, which offers set premiums, guaranteed coverage, and 
scant investment income, has progressed over three decades 10 various products intended 10 
address customer dissatisfaction with low investment yields. Universal life, variable life and 
‘other variations on the theme essentially combine life insurance with retirement savings, In 
effect, these products protect fumily income from two forms of untimely death: the ‘too- 
early’ demise of un income-camer and the “too-ate” death of the retiree whose funds have 


‘run oUt. The history of investment-life products is somewhat bumpy, but the healthy share 
they represent itr the written premiums of US life insurers indicates their prevalence (see 
Exhibit 3.3) 


While 9 marketing success, conventional investment-ife products provide a more nega: 
tive example of transparency to the customer. Consumer advocates have long decried the 
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Exhibit 3.3 
Non-traditional life products dominate the US market 


LUfe insurance products other than traditional whole and term ite, including universal and vanable 
products, account for the majority of new poby value in the United States 


Total: USS62.5bn 
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investing the rest directly. The argument its favour 
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educts expenses and profits. The counter-argument points out that 


which the insurer d 


nd time to devote t0 


investment professionals employed by insurers have more expertise 


achieving returns than does the typical layperson. 


It should also be noted that wealth management has a particular linkage to income taxat 
In the United States. To encourage retirement savings, the US tax code allows uxpayers tc 
shield a portion of their earnings each year from current tax obligations by investing them 


ern steers the 
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the limit each year on how much of their pre-tax income they can dedicate to IRAS and 401(k) 
plans. Investnent-life products, however, offer an additional mechanism for deferring income 
Id estate tax obligations on investment income until the holder retires and presumably enters 
4 lower tax bracket, 


The Islamic investment industry in transition 


US conventional insurers, while propelled by tax legislation, have effectively moved into the 
domain of wealth management. This has created a complex wealth advisory business in 
the US actoss the insurance, banking. and brokerage businesses. Perhaps the sakaful business 
may be able to leapfrog the conventional-industry history? Already, family rakaful has 
condensed the evolution of life insurance from a simple death benefit to at least a simple 
investment product, aimed at saving for purposes such as homebuying, education, marriage, 
and the Majj/Umrah. 

‘The burgeoning growth of Sharia compliant banking and finance has focused largely 
on offering an array af consumer products, including cash management instruments, home 
and automobile financing. and convenience banking products. Few Islamic institutions appear 
to have moved to segment their consumer audience and target their products 10 the degree 
that have conventional banks. Dubai Islamic Bank represents one notably mature exception, 
with an independent private banking unit in separate offices. More typically, the financial 
planning attitude hax not yet arrived at younger institutions still building their basic business 
‘of depository and credit products 

Much of this growth has boon indiscriminate because of macro factors affecting the 
Islamic economy. particularly the Middle East. Beside the well-documented oil-price benefit 
and Islamic consumer preferences for ‘cultural demonstration” in product choices, the rapid 
growth of Islamic finance also relates to the beneficial fiquidity Impact of abnormally low 
US interest rates. While a thorough treatment of the global macroeconomy ix beyond the 
scope of this discussion, we believe that expansion of Shari“a compliant finance was one of 
manly residual outgrowths of unusually lax US monetary policy. The Federal Reserve's primary 
‘concer was keeping the US economy afloat in the wake of the technology bubble implosion 
and 9/11 (see Exhibit 3.4); its focus clearly was not on the industry it was indirectly creating 
across the Islamic world. In short, Islamic banks rode the wave of this reflation, benefiting 
from macro trends. We expect the velovity of further business growth will not he gained with 
stich ease 


The marketing evolution of takaful 


While there are obvious distinctions between fukafil, Islamic banking and conventional financial 
services firms, there ure a surprising number of similar issues with which these organisations 
need to grapple to support their wealth management business. Below are three of the primary 
‘sues from our own experience with the US conventional banking and insurance business, 
We contend that the basic information a financial-services enterprise must understand about 
its business includes to whom you are selling, what you are selling. and how you are delivering 
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Exhibit 3.4 


US Federal Reserve reflates the global economy 
Tha period of decining interest rates after 2001 benefited Islamic economies as well as the United States. 
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it. These issuey have been addressed with varying degrees of success thus far among Islamic 


financial institutions 


+ Client base. Ffficiency in financial services marketing requires segmenting clients into 
discrete categories according to income oF interests. Two examples prevalent in the Gulf 
are UHINW (ultra-high net-worth individuals) and NRE (non-resident Indians) 

* Product offering. Most investment vehicles inherently address a set of client-specitic needs 
leaving aside products such as murabuha that have universal applicability. Once again, 
marketing efficiency draws a connection between product attributes and customer segments, 
rather than trying to be all things to many people 

+ Distribution. Despite the advent of the internet, financial services ret 
ppersonal-sales-dependent business in most markets. The sakiful salestore 
Will likely become a management priority 


ns a classically 


Each of these issues provides an important point of departure from which the sakafu! business 
‘can learn and in turn grow its wealth management capabilities, 
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Exhibit 3.5 

‘The comparative evolution of Islamic finance 
———— 
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The Islamic consumer financial services business, both sakaful and banking, hax been 
growing very rapidly, In the past, there may have been little point to segmenting its business 
across demographic groups. That is likely to change ax consumer preferences emerge, 
competition heightens, and branding strategies evolve among institutions. 

Important distinctions appear between takaful companies and Islamic banks when assessing 
product offerings even at this relatively early stage (see Exhibit 3.5). On the banking front, 
Islamic institutions are developing an ever-growing array of instruments for the individual 
consumer, with an emphasis on credit-equivalent prextucts and depository accounts. Competi- 
tion, in tum, has grown intense. Management at one Malaysian Islamic bank, for example, has 
decided to retool the institution as a Wholesale provider because of margin pressure on the 
retail side of the business 

Takaful companies, to date. typically offer a smaller array of financial products, albeit 
With more of an emphasis on long-term savings. The arrival of a meaningful array of investment 
funds has only begun at a few institutions, such as Bahrain's Solidarity which offers a 
rminge of savings and protection plans, and via the FWU Group's open-architectare “white 
label’ product lines created for institutional clients. Increasingly popular wutes for takaful 
‘operator growth intersect with external providers for fund management and banks foe product 
disthbution, 

Takapul companies may be better suited 10 prosper through the necessary market-driven 
strategies and sales-supporting mechanism than other Islamic institutions. To date, the revene 
model for most Islamic banks, with « few notable exceptions, appears to be supply-driven. In 
‘other words, they have worked on the premise that, “if we build it, they will come’ The 
experience of the conventional wealth management industry suggests the most profitable firms 
\Will be those that identify the nuances of market segmentation and pricing in relation to volume 
(that is, mass or ‘class"). Twhaful companies may be able 10 seize an opening, here regarding 
their chosen investment-product focus 


Takaful investment portfolio construction 


Takuful operators may find the most beneficial lessons from the conventional financial services 
industry in developing a wealth-management approach 10 serving consumers. Not only do 
marketing efforts benefit from consumer segmentation, the financial planning discipline does 
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also, The typical wealth-manag 
With a customer profiling exercise that leads to an asset-allocation recommendation that falls 


pent client relationship at a US brokerage 
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on a spectrum from highly perso 


A key issue now facing Istamic finance is the need to develop the full range of investment 


Vehicles necessary toi 
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recent years have seen notable progress in buiktin 
iational Commercial Bank (NCB) has been among the institutions. 


tront of this effort 


equity 


asset class. Jeddah-based 


aa the for 
Nevertheless, the overall Islamic investment marketplace still takes the f 
¢ 1s a need for considerably 


of u barbell, 
yore develope 


in what we call “core components’: Islamic vehicles that are akin to the role of fixed-income 


with equities and real estate at either end. The i 


instruments in conventional portfolios, as demonstrated in Exhibit 3.6. These would include 
sukuk instruments, real estate leasing vehicles, and dividend-paying funds. Despite the popular 


lty of underlying sukuk insues, for example, scholarly controversies over sukuk structures 


have necessarily limited offerings available in cetplace, The limited number of sukuk 


Exhibit 3.6 
Conventional insurer portfolios rely on fixed-interest instruments 
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now available tend to be based on real estate; there is considerable need for corporate, 
infrastructure, and projeet-related sukuk to balance the risk profile of equity vehicles, 

As Exhibit 3.6 demonstrates dramatically, US insurers rely heavily on fixed-income 
investments as core portfotio elements for matching asset and lisbility streams, In sharp contrast, 
our sample of Shari'a compliant funds in Exhibit 3.7 indicates an over-representation of the 
equity asset class. Near-term this may not be a pressing issue because the population of the 
Islamic world skews relatively young. More aggressive portfolios with large equity components 
may be appropriate for these early savers, given the extended investment horizon at stake 
AAs these aggressive investors mature into conservative ones, however, the industry will need 
to grow ulongside the customers it serves. NCB's AlManarah series is an early entry into the 

Iifestyle” portfolio Tine, offering funds of funds tailored for conservative-. moderate-. and 


aggressive-growth objectives 

Fiduciary responsibility alone will likely prompt the market 1o recognise this need for a 
heightened range of Shari'a compliant investment vehicles. Takaful operators have to manage 
rink ay appropriately as possible, both tactically and strategically. As investment targets, many 


Exhibit 3.7 
Islamic fund universe relies heavily on equity vehicles 
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of the individual Islamic markets are limited in their investment scope and can be highly 


volatile. In response to the growth of client demand, portfolio diversification 


require reach beyond local markets (see Exhibit 3.8). Pethaps the great irony b 
Fede 
have indirectly created a new sc 
Th 


Reserve, in indi 


ly supporting the Islamic banking and finance business, may also 


of portfolio flows to cover the US current account deficit 


of course is an odd twist of fate, but also reflects the 


Jobalised nature of the investment 


Prudent risk management requin mat 


within the context of relative si 


ipportunity. Nevertheless, flexibility in adapting tradi 


tional models to serve Islamic investors may recognise the appropriateness of a bias toward 
above-average emerging-market exposure. Islamic investors tend to live m more volatile markets 
and therefore intuitively understand the dynamic ebb and flow of secunties prices, In other 


words, they are less troubled by Sharpe ratios when analysing investment return data. Other 
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‘more fundamental reasons include the growing influence of emerging markets on the global 
stage. 


Islamic investors and the US capital markets 


No discussion of the need for global diversification would be complete without addressing, 
at lenst superticially. the fact that some Islamic investors prefer to avoid the US capital market. 
‘That may be a cyclical expression toward US government policies, including heightened 
“know your client’ directives: it may reflect higher confidence in local opportunities. Certainly, 
we can respect investor preferences. However, capital controls aside. the idea that Middle 
East or South-east Asian investors can assemble  Well-allocated portfolio while avoiding the 
US capital market in general, and US equities in particular, is tenuous for several reasons 


+ Size. Ignoring the world’s largest equity market eliminates half of all global investment 
‘opportunities. Depending on how you assemble the data, North America reprovents some 
40 10 $0 per cent of world market capitalisation. 

* Quality, We further question the logic of trying to isolate US stocks from a portfolio 
because relatively few lange-capitalisation companies operate strictly within US national 
orders. From General Electric to Starbucks, these are global onganisations whose stocks 
happen to trade primarily on US public markets 

* Disclosure. 1eis interesting to note that the global Dow Jones Islamic Market Index includes 
aan outsized share of US equities, because national standards for corporate transparency 
and reporting frequency align with the neds of a Shari'a compliance review, Ironically, 
the lack of such transparency, along with the lack of access for foreign investors, impedes 
the development of a generally accepted Islamic equity index for Saudi Arabia. 


Further, we expect that more and more Shari'a compliant offerings. beyond traditional equity 
investment ise OL Of the US capital market. By any one of several objective 
measures, it is the world’s most dynamic capital market. The Istamic offerings may be 
enhancements an existing trade finance, real estate, or sukuk structures. They muy include 
developments that we cannot even begin to appreciate today. We are less sanguine, however, 
‘about browd Ishumic-investor acceptance of so-called hedge funds, and suggest 
will revide with a more narrowly focused institutional client base. 


will begin 


success 


In sum: takaful can drive the Islamic wealth 
management business 
Both takaful and Islamic banking organisations are likely to suffer from the strain of growth 
unless they undertake further scementation of their marketplace. There is a clear need to 
distinguish among consumer, personal, and private banking markets: otherwise these organ 
isations tun the risk of confusing, and therefore losing, their audiences, 

While Islamic banks, and even more so, conventional banks, are offering an expansive 
proxluct line, there is a lack of positioning within that product line. Especially in the Middle 
East, Islamic banks seem to have stumbled in adopting a market-driven approach to product 
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creation and distribution. The lack of urgency is temporary, we believe, resulting from demand 
created by the liquidity effect of a strong oil price and reflationary US monetary policies, as 
well as the ‘cultural demonstration” inspired by shifting geopolitics. 

As the Islamic investment fleld matures. flourishing competition and consumer demand 
will inevitably stimulate a more discriminating market environment (as well as more exacting 
regulatory oversight). Institutions will be expected to offer their clients a speetrum of risk- 
managed investment products that provide asset allocation, informed by diversification and 
global access. This suggests that the sakaful business can readily challenge both conventional 
and Islamic competitors and secure @ healthy share of wealth-management activity, It ean 
‘gain this advantage by designing such products with a marketing perspective and providing 
them through a service-oriented distribution network 
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Takaful: a question of surplus 


Zainal Abidin Mohd. Kassim 
FIA 


Introduction 


A question often asked is, "How does takaful differ from conventional insurance?” The 
‘oft-quoted answers are that insurance has elements of riba (interest) and maysir (gambling) 
and that the insurance contract itself has the element of gharar (sale of risk. uncertainty), 

‘Such arguments may satisfy some but others may go away still unconvinced of the 
arguments proffered against conventional insurance for those of the Islamic faith, They have 
scen Islamic loans which are interest-free bot not profit-free and wonder whether 1akaftl 
offers a similar case of re-labeling. The point often missed by those questioning the banis af 
Islamic finance is that Islamie structures are asset based and fixed price. whereas most interest 
based financing is not 

Takaful has gone through a rapid phase of growth since 2008. This rapid growth ix very 
apparent given that We have seen Considerably miore interest in rakaful since 2003 than in all 
the years precesting that. Takaful and re-takafiul are attracting interest from all quarters 

AAs with any new industry, the question of standards becomes an issue, The Accounting 
and Auditing Organisation for Islamic Financial Institutions (A AOIFD in October 2006 issued 
an initial standant on the Shari'a aspects of takaful which is commendable, yet the standard 
is not binding om all sakaful compati 

This article looks at one very important aspect of takaful and raises some questions for 
the practitioner to ponder and discuss. That aspect is the question of surplus in rakafil 


The mudaraba model 


The mudaruba model for takuful is rapidly losing ground ax the wakaful model of choice. In 
Malaysia. of the nine fakiyful operators at the time of w two practice the mudaruba 
model these were also the first two sakiful operators 10 be established in Malaysia 

The mudaraba sakafil model works on the following basis: the skafil operators 
(shareholders) incur all the expenses of running the business and in return are entitled to a 
share of the underwriting exceys and investment profit, This is an adaptation of the Islamic 
commercial contract of mudaraba between the entrepreneur (in this case the takaful operator) 
und the capital provider (the participants or policyholders). The biggest objection to this model 
is thot underwriting excess is not profit, It is the excess of premiums over claims, Technically, 
this is called surplus. As & business model, this és a difficult model to manage. as expenses 
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are fixed (known) but income (surplus) is not (and can be volatile). From the participant's 
perspective however, this is a very good model, as he does not contribute directly to the 
‘operator's costs. Effectively, all his contributions (that is, premium) are available to meet 
claims. Only when there is any excess of contribution over claims will the operator be 
compensated for expenses incurred, and even then only to the extent that its share of the 
surplus is sufficient to meet these expenses, 

‘Contributions into the rakayful risk pool are deemed as donations (under the Islamic contract 
of tabarru") towards claims that are expected to arise. The adoption of the tubarrn’ and the 
mutual nature of the risk-sharing in this risk pool address the fundamental concems of the 
Shari'a about conventional insurance. At the end of the contract term the taburru’ will not 
‘exnotly equal the claims. Where the sahara’ is insufficient, there will be a deficit; where it 
is to0 much, there will be a surplus 

‘Surplus under the mudaraba mode! is crucial for the company to be commercially viable. 
Take away the surplus sharing and the whole model collapses. 


The wakala model 

‘The wakala (agency) model is the default standard for makaful. The reason is easy to explain. 
‘The operator charges a foe (the wakala fee) and runs the taksful operation. To the takuful 
‘operator. he makes a profit should his wakala foe exceed his expenses. I is now a question 
of achieving critical size as soon as possible to eliminate any expense averruns, « familiar 
target for those in the insurance industry, Now, what about the surplus? 


The argument for and against surplus sharing 
First, to whom does the surplus in the risk poo! belong’? The term “surplus” in asf! actually 
only applies to ‘excess contribution” (that is, premium) over claims in the tisk pool. ‘This is 
different from “susplux” in conventional insurance. “Surplus in conventional terminology ean 
refer to surplus arising from the total of 


+ excess/deficit of premium expense loading over expense incurred; 
+ excessideticit of investment income realised over expected income; and 
* favourable/unfavourable mortalityimorbidity experience over expected. 


To reiterate, because expenses are wholly met from the sharchalders” fund and investment 
income fs normally accounted separately from claims, surplus in sakaful actually only refers 
to the excess of premium received over claims 

‘Unier both the mudaraba and the waka models there will be instances when premiums 
can exceed of are insufficient to meet claims. This arises as inswrance is one industry where 
you pay for your service before the service is delivered. If it were possible to pay your 
premiums at the end of the policy term then surplus or deficits need not arise. 

It is interesting to observe that under takaful, premiums are donated te the risk pool 
What this means is that the premiums paid to the 1ukaful risk pool cease to belong to the 
participant and are available to meet claims. This concept of risk-sharing among a group of 
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individuals can be traced back to the origins of conventional insurance: they are now called 
“mutuals” or cooperative insurance companies. 

Once iis appreciated that the “surplus” is actually excess premiums paid by the participants, 
then the surplus refund is better described as an experience refund. Once this is accepted, 
then it is clear that the surplus belongs to the participants. 

‘To some Shari'a scholars, however, given that the premium has been donated. there is 
‘no question of giving an experience refund. Some suggest that it is more appropriate to give 
this surplus away to charity instead. To get around this issue. the tabarru® has been called a 
conditional fabarru’, with any excess or deficit to be addressed by the participants us it arises. 

In Malaysia, some taka/u companies provide for the sharchoklers to share inthis experience 
refund, Given that the participants are responsible for deficits in the risk pool. it may seem 
‘kd that the participants have to share any excess contribution with shareholders. Many see 
this as incentive compensation to the operator for managing the portfolio well, as evidenced 
by the existence of surplus. It 4s a moot point, however, whether this incentive ix necessary 
‘given that the operator is already receiving a fee for the underwriting service. At one end of 
the range of wakula models, as practised in Malaysia, is the model where the operator only 
charges his management and distribution costs through the wakala fee, while his profit comes 
from the sharing of any underwriting surplus. To take this even further, there is a wakala 
model where even the management expenses and distribution costs are met from underwriting 
surplus und zero fees are charged. This last extreme wakala model, as the reader would notice, 
is identical to the mudaraba model. Indeed some Shari'a scholars would even deseribe the 
‘miudaraba model as a warkula model with zero foes 


The participant's perspective 
rom the participant's perspective, the decision as to using a wakala model where the operator 
shares in the excess premium or not will depead on how much higher are the wakala fees 
the has to pay. 

The following is an example: 


0 per cent of the contribution / sabarrw” and the operator takes $0 per cent 
of any underwriting surplus arising. 


Model B 
A wakala toe of 50 per cent of the contnibution / rabarru’ abd the operator does not share in 
any underwriting surplus arising 

Exhibit 4.1 plots the experience refund to the participant for a premium of 1,000 and 
Various boss ratios, 

Jt ean be seen from Exhibit 4.1, in this particular example, that as long as the loys ratio 
is below 30 per cent, the participant is better off with Model B with the higher wakala fee 
and no sharing of underwriting surplus. 

Therefore. from the participant's perspective, itis not always clear that having the operator 
shure in the underwriting surplus provides the participant with the best value proposition. 
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Exhibit 4.1 


Interrelationship between wakala fee and level of experience refund to 
participant 


600 


500 


Source: Author's own 


The operator's perspective 
How does the rakafil operator determine the appropriate wakala fee to charge’? 
The wakala fee 1s usually determined as the sum of 


+ management expense: 
+ distribution costs including commission (where this is met from the wukala fee), and 
* profit to the operator. 


What determines a fair profit to the operator? The standard benchmark of profitability for an 
enterprise is return on equity (ROE), Given a certain ROE requirement, the bigger the capital 
required to write the business, the higher the profit margin required fora set volume of business, 
Thus. if the statutory solvency requirement for rakaful is high. the profit margin to the operator 
Would need 10 be correspondingly higher 

A factor determining the targeted level of ROE percentage is the volatility of the return, 
If, for example, there is greater volatility in return, an investor would target a higher ROE 
percentage than ifthe return is stable and predictable. That is part of the reason why investors 
demand a higher return for their investment in quoted equities (which normally demonstrate 
high volatility in year-to-year return) than for bonds (which provide a fixed, predictable return). 

Given a scenario where surplus and deficits are on the participant's account and where 
the operator's solvency requirements (and thus capital requirements) are oot excessive, it ts 
possible to charge a low wakala fee. thus benefiting the participants 
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A reason sometimes quoted as favouring Model A described above (with incentive 
compensation) is that it takes a higher loss ratio (70 per cent in the above example) before 
deficit (and therefore the need for a qaddrul hasan or financing from the operator) is incurred. 
This is true. However, consider the following situation: if the operator's profit is dependent 
solely on there being underwriting surplus, then like the mudaraba model this wakala model 
‘would not be commercially sustainable over the hong term. 


How can we distinguish takaful? 


Returning 10 the question posed at the beginning of this chapter, “How does takaful differ 
from conventional insurance?", then my preferred answer would be that, in takifi, all 
underwriting surplus or losses are for the account of the participants while in conventional 
insurance, it belongs to the shareholders. This answer Would then probubly solicit another 
question, Is this then not the same ax a mutual or cooperative insurance company? The answer 
is, "yes’, except that fakaful is Shari'a compliant 

Is. mutual or cooperative model bad. for the consumer? No; if run properly this model 
would instead provide a beter retun to the policyholder. Conflicts between shareholders and 
policyholders are bound! fo arise in an insurance operation. The regulator often finds itself in 
the difficult position of bulancing the needs of the two. Solvency issues aside, the policyholder 
is better served in # mutual than in a proprictary setup. The takaful alternative, in my view, 
provides a very “neat’ solution in catering to the needs of the consumer and the shareholder 
It is better than the mutual model for the participants, in that sharebolklers bring expertise 
aand immediate capital to the table for a fixed price (the wakakr fee, no surplus sharing) in 
addition © all surplus aceruing to the participants. For the shareholders, there is less need 
to bring significant capital to bear and the profits from the operation are more likely to be 
predictable and stable 

Finally, for the advocates of consumerism, sakafu! brings transparency to the tuble, 
Insurance 1s one of the few institutions left where its operation is often compared 1 a “black 
box’: very few people understand what goes on in that dark space. Large insurance clients 
and corponitions already insist on knowing how much of their premiums go to intermediaries, 
to the insurer and its profit, and to claims Under sakiaful, this information 1s also laid bare 
to the lay consumers 
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Introduction 


‘There are a large number of takaful operators in the world which maintain composite licences 
and thus are authorised to manage both family sakaful (or lie insurance) funds and! general 
takaful (or nonclife insurance) funds. Few of them. however, have yet made maximum use of 
their advantage compared with conventional insurers. Although there are absolute differences 
in treatment of participants” contributions and restrictions on investment of akuful funds, key 
features and matketing strategy of the existing line-ups of takuyfal products Which are currently 
available in the market (such as mortgage-reducing term sakwful (MRT), property takaful, 
motor rakaful, andthe like) are not terribly different from similar conventional insurance proxlucts, 
This chapter intends to create a basic framework for future development of various 
smprehensive iakaful products,’ the ultimate version of which wouk cover almost all risks, 
both life and non-life insurance risks under a single Tukaful Cerificate (or an insurance policy)? 


Takatul for all people 
‘When an Arab Bedouin asked the Holy Prophet, “Shall Leave my camel untied and seek 
Allah's protection on it, or should I tie it", the Holy Prophet replied 10 him, “Tie your 
camel and then depend on Allah’. ~ a Hadith 


Takaful, usually wanslated as Islamic insurance, Shari'a compliant insurance or Islamic 
altornatives of insurance, Was originally invented hy. and developed for the convenience of, 
Muslims. Tukaful tries to eliminate such elements which are against the teachings of Islam 
(ouch as interest oF usury, gambling and excessive uncertainty) as much as possible from its 
Contracts and thus gives religious comfort to Muslims. However, in reality, not an inconsiderable 
‘umber of non-Muslinw in Asian counties. particularly in Malaysia. also enjoy the comfort of 
being participants of takufl schemes. In view of this fact, it can be said that rakuful gains the 
attention of the public as a more fair and transparent insurance system than conventional 
insurance. The latter may often be considered as a "black box’, because policyholders usually 
do not know how the insurance companies utilise their premiums or What are the companies’ 
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investment returns on this amount. In this context, it would be more appropriate for sakaful 
practitioners to define ’kaful simply 2s rakaful and it should be widely promoted to all people 
~ both Muslims and non-Muslims ~ as an effective, fair and transparent measure of risk 


mitigation. 


Long-term family takaful products versus yearly-renewable 
general takaful products 
In 2004, Malaysia, in which itis widely recognised that sakuful is most developed, celebrated 
the 20th anniversary of its rakaful industry, The Malaysian sakaful industry at its initial stage 
developed in accordance With the steady growth of the Islamic housingsfinance business. 
According to Bank Negara Malaysia's 2005 statistics fr the rakaful industry. MRITT is still 
the most dominant family sakaful product, comprising $1.9 per cent of new business 
‘contributions.’ 

It is usual for Islamic financial institutions to arrange the following two takaful products 
to protect their outstanding financed amount 


‘© MRTT to cover death and total permanent disability (PD) of participants themselves; and 
+ houscowner'Whouscholder’s lakaful (H/HT) to cover damages losses of mortgaged properties 
due to fire and named perils (NP).* 


tis market practice in Malaysia and most other parts of the world to separately promote family 
takaful prexiicts such as MRTT and general takaful proxtucts such as HHT, In addition, general 
takaful products are normally arranged on a yearly-renewnble basis, while most of family 
takaful products (with the exception of some limited line-ups of family takaful products such 
‘as group term fakaful products) are long-term products. In particular, MRTT is a single- 
contribution Jong-term product, which is basically arranged te cover a whole housing finance 
perio 

The practice of providing different arrangements for family sakaful and general rakafil in 
{erms of contract period is largely for the convenience of rakaful operators. From the customer's 
point of view, the following questions may possibly arise: 


‘+ Why cannot HHT be a long-term product consistent with the housing finance period’? 
© Why cannot u single Tukaful Certificate cover both life risks (death and TPD) and non-life 
risks (fine and NPY? 


In order for us w create more ‘eustomeroniented” products, we attempted to introduce a similar 
product to Japan's single-premiom long-term fire insurance proxducts for housing Joans to cover 
the whole housing-toan period This kind of single-contribution long-term property rakaful 
product would help Islamic financial institutions as distributors to improve “penetration rate’ * 
At the same time, it would help ‘akaful operators maintain richer contributions in general 
Jakaful funds from the very beginning of their operation, reduce the probability af a qardl 
‘hasan arrangement, and also decrease the operator's administration costs associated with 
renewal procedures and contribution collections in subsequent years 
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Development of single-contribution long-term 

general takaful products 

Single-contribution rates for long-term general takaful products can be derived by multiplying 
annual contribution rates for relevant risk categories by a set of long-term multipliers in 
accordance with the coverage period (or insurance period). To obtain such long-term multi- 
pliers, the following elements should be taken into account: 


+ coverage period: 

‘+ acquisition costs of new business: 

‘+ maintenance costs of in-force business 

‘+ net annual contribution rate (or annual risk premium rate); 

+ expected rite of investment return; 

+ expected inflation rate; and 

‘+ expected trend (upidownwand) of the annual contribution rate level in the future 


Exhibit 5.1 illustrates a sample set of long-term multipliers for a property takaful product 
‘with the calculation based on a certain combination of the above-listed assumptions. For 
‘example, property takaful coverage for 30 years would be provided if u participant makes a 
single contribution equivalent to 17.70 years 


Exhibit $1 
‘A sample of long-term multipliers for property takaful 


Sunes Author» cnn 
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[As mentioned above, single-contribution long-term general sakaful products would aid 
Jakaful operators wo decrease the administrative leads of renewal procedures and contribution 
collections. However, using property takaful as an example, takaful operators will have 10 
clearly prescribe in their wording in the Tukaful Certificate their treatment in cases such as 


‘partial loss, for example, whether the average condition shall be applied or not; 

‘+ increase/decrease in the sum covered (or sum insured) during the coverage period due 10 
fevaluation or expansion of the property: and 

‘+ changes in location, structure of the property or occupation to be conducted therein. 


Development of comprehensive mortgage takaful products 


A possible structure of comprehensive mortgage Takaful Certificate 
‘Once « houseowner's/householder’s takaful (H/HTT) has been enhanced as w single-contnibution 
Jong-term takaful product, then this product can be combined with MRIT to structure a 
possible comprehensive mortgage takaful product, which covers both life (death and TPD) 
and non-life (ire and NP) risks under a single Takaful Certificate. This simple product, although 
merely a combination of MRTT and H/HT. meeting the immediate demands of Islamic financial 
Institutions could provide a good beginning to reach a comprehensive takaful product in the 
future 

In onder to develop a flexible and portable template for global expansion, Exbibit 5.2 
provides @ possibility for wonding for this comprehensive mortgage sakuful in the Takaful 
Contificate, 


Exhibit $2 
A possible structure for comprehensive mortgage in a Takaful Certificate 


Section | ‘ohh termnalogien 
Section = mont eas] 
Section ti | Risk Fond (1) MRTT coverage ond exckaions es 


| Secnion 7 Rak Fond (2); H/T coveroge ond exclascone 


Source: Author's own 


By structuring the Tukafil Certificate in this way, several more risk funds as Sections V. 
VIL VII may be added fo create an ultiniately comprehensive iataful product at a later stage. 


A possible takaful model® 


For the convenience of our prextuct design, we need to adopt a particular rakafil business 
made! as the foundation of our comprebensive mortgage akafil product, AS previous chapters 
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have explained, there are several different rakiful models existing in different parts of the 
world.’ To decide which model to choose, the following factors should be taken into account: 


* familiarity in the domestic market, 
international acceptance; 

* breakeven year: 

© expected product mix; and. 

+ eventual regulatory approval 


In Malaysia, the mudaraba model is more widely known, as the modified mudraba model 
is adopted by a local major player and is more common in practice, It is possible that the 
current modified mudaraba model will be changed (in name) to the wakale mextel. On the 
coher hand, the wakala model is more internationally recognised and may be easier for us to 
expand internationally, if the model is used. See the discussion in Chapter 4, 'Tukafi? A 
question of surplus’ deseribing each of these rakuafil models 

From the view of the takaful operator, it tends to take a longer time to reach the break- 
even point under the madaraba model, as it takes time to accumulate sufficient assets for 
adequate investment income. The wakala model, however, collects upfront fees from day 
‘one. It is the skill of the sakaful operator to keep actual expenses within the loadings in order 
to make a profit 

tis generally considered that the mudaraba model docs not fit takaful products adopted 
for protection purposes, although savings products would work well within both the wakala 
‘ond mudaraba models. 


Fund flowcharts* 


Based on the above considerations, in this section we tentatively adopt the wakula model 
(with the mudaraba clement) as a possible sakaful moxel. Exhibit 5.3 shows a fund flowchart 
for a single rakaful fund, and Exhibit $.4 does the same for twin takaful funds, 

Let us take the fund flowchart from Exhibit 5.3 item by item. 


* Takaful contribution, A single contributi 
Certificate Holder (usually Islamic 
Centificate Holder, 

+ Wakala fees. The takaful operator is entitled to receive prescribed wukala fees for its 
services rendered. The level of wukula fees inclusive of distributors’ commissions shall 
vary by type of coverage and be defined as per ceat of the contribution (yin this case) 
‘The foes shall he transferred to the operator's fund. Additional wukula fees could be vollected 
fas u certain per cent of monthly abarru’ charges mentioned. below 

* Participant's fund. After the deduction of the prescribed wakala fees. the remainder 
‘of the contribution ((1-y)%, in this case) shall be credited wholly into the participant's 
Fund, The fund belongs to each participant and is deemed as his/her savings or investment 
account, Upon fukaful events, maturity or surrender, the net amount maintained in the 


shall be made by the participant or the Master 
acial institutions), if financed by the Master 
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Exhibit 53 
A possible wakala model (with mudaraba element) 


Source: Author's own 


individual participant's fund should be pakd wo the participant after deduction of the wperator’s: 
administration charges (a fixed reasonable amount) necessary for the particular procedures, 

+ The share of yearly investment profit (on & mudaraba basis). The participant’s fund shall 
be invested in Shari'a compliant instruments and accumulate with the participant's share 
of the investment profit. The yearly investment profit shall then be shared between the 
participants and the operator on a mudaraba basis, in this case, with shares of 90 per ce 
and 10 per cent, respectively, The participant's share shall be credited back to each 
participant's fund, while the operator's share shall be transferred to the operator's fund. 

* Risk fund. The monthly tabarru’ charges® shall be allocated from the participant’s fund to 
the risk fund, by which rakaful events shall be covered. The surplus in the risk fund shall 
bbe determined on a monthly basis. A c wee of the surplus shall be kept aside 
1o set up a contingency margin (x%, in this ease) and the remainder ((1-x)%, in this ease) 
shall be distributed to al participants, with the exception of claimants," on an annual basis 
Via the participant's fund according to their paid amount of contributions 

* Qurd! hasan, The shureholders of the operator shall arrange, if necessary, qardl hasan (or 
interest-free finance), in the event that the risk fund falls into a deficit situation with respect 
to solvency of the risk fund after using the contingency margin. The finance shall be repsid 


ain pete 


‘The development of comprehensive takaful products 


‘only on the original amount disbursed, from the furure surplus of the risk fund, in a lump 
‘sum or on an instalment basis depending on the emerging future surplus and the amount 
Of the finance disbursed. 

+ Re-takaful. The Master Certificate Holder (usually an Islamic financial institution) on behalf 
of the individual participants may authorise the operator to procure re-takaful to mitigate 
risky and thus protect the interests of all the participants. The re-takafil contributions shall 
be paid from the risk fund. In the case that the required appropriate re-takaful in terms of 
credibility and reasonable pricing may not be available, the operator could be given the 
right to make conventional reinsurance arrangements as necessary, 

* Operasor’s fund. The operator’s fund shall receive the wakala fees and the operator's share 
of yeurly Investment profit, and in retum shall provide for all management expenses and 
distributors’ commissions, as well as fund any gard! hasan, which may be required in the 
‘case of a possible deficit in the risk fund. The financed amount shall be recovered from 
future surplus to be generated in the risk fund. 


‘The twin takaful model described in Exhibit $4 has many similar features wo that described 
in Exhibit 5.3. The following are the differences: 


Exhibit $4 
Comprehensive mortgage takaful with twin takaful tunds 
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Takaful contributions. Single contributions shall be allocated to two major portions ~MRTT 
(or the family takaful) portion and property (or the general rakafu) portion, respectively. 
For prudent operational purposes, separate management of the family takaful fund and the 
general tukuful fund are encouraged. 

© Wakala fees, The takaful operator is entitled to receive prescribed wakala fees for its 
services rendered from each of the allocated contributions. The level of wakila fees, inclusive 
of distributors” commissions, may vary by type of coverage and shall be defined as a per 
cent of each allocated contribution. In this case, as an example, wakala fees are prescribed 
‘at 30 per cont for MRT and 35 per cent for H/HT, respectively. Both wakala fees shall 
be transferred to the operator's fund. 

* Participant's fund. After the deduction of the prescribed wukula fees. the remainder of the 
allocated contributions shall be credited wholly into the relevant participant's funds 
(participant's fund (1) and (2) = in this case, as an example. 70 per cent for MRTT and 
65 per cent for WHT, respectively 

* Re-sakuful. Separate retakafil shall be arranged for risk fund (1) and risk fund (2), 
respectively 

© Maral rransfers berween different participant's funds. A unique function can probably be 
‘embedded in this composite product. Mutual transfers from one participant's fund to another 
participant’s fund (that is, from participant's fund (1) tw (2) and vice versa where this 
belongs to the same person) are allowed in the event of a participant's fund being depleted 
to the extent that the fund is unable to mect the monthly sabuarra” deduction.!* 

© The addition of risk funds, Ax mentioned above, for the purpose of prudent operation, the 

isk funds covering different risks shall be separately managed by the operator. A number 

of takuful funds under a single Tukaful Certificate may be added to cover additional risks 
by the means of endorsements on the Certificate in the future, 


‘System development 

Most of the systems currently available for a family sakafiel business would most likely be 
fable (o incorporate the proposed comprehensive mortgage fakaful product proposed above, 
even though it contains general rakoful elements. The critical issues to be examined and 
considered are: 


* a proper allocation of contributions for the family rwkufu! and general zakaful portions, 
and the achievement of a completely separate management of rakaful funds for differcat 
risks: 

+ the capability to manage the necessary mutual transfers from one participant's fund to 
limother, as elaborated above: and 

+ the Noxibility to avkd additional rakaful funds to cover additional risks under the Certificate 
in the future 
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Conclusion 

‘The comprehensive mortyage takaful scheme proposed here is merely one example of « possible 
composite fakaful product. By properly adding more sakuful funds 10 cover additional risks 
under a single Takaful Certificate, we would be able to create an ultimately comprehensive 
‘akaful product, which would cover aimost al risks, both life and non-life, we encounter in 
our lives." These comprehensive tukaful products would naturally be priced cheaper than a 
simple bundling of various stand-alone rakaful products. The comprehensive takaful products 
would be accepted more widely. not only because these products could eliminate Muslims 
religious concems over buying conventional insurance products, but also because their 
reasonable pricing could make more people afford to participate in the schemes. A single 
Takaful Cenificate to cover various risks would be easily understood by the public, and 
eventually would help takafil operators promote takaful more widely as an effective, fair and 
teunsparent measure of risk mitigation. 


1 The prope comprehensive half framework discussed here was unr devekapment sehen the author as 
writing this shaper Fo reader's wae, Rank Negara Malaysia apywves this cw 27h Nowesnber 2K 
ter socal eatin 

2 "Super Inwarance’ developed by one Japanene imurer inspired the aust 10 contribute Hie chapter The 
‘coampechensive imurance product covers almowt all ky -tuth life wmsurance fishy ae new te insurance Fah 
thoth Tokio Marine & Nichido Fire Insurance Co. Lid and Todas Marine & Nichado Life Insurance Cav Lad are 
the puteniees of "Super Insurance” (Patent numer: 4622196) 

9 Us faltowed by eoxhioment hada! (134 per cent, lvestinent ied Kaka (7 per cont) aad medical and 
‘henlth nafi (R7 pur Gents See Rawk Neparn Malaysia Takpl Anau Rrpwrr 206, 

4 1 Malaysian practice, "named perils” ice sich aks a flows 
4) lghining, thunderbolt, subterranean te, 

‘oy explosion, 

©) alrratt damage, 

«44 impact damage by road vebicles oe animals 

e) hunting or overtlowing of water tanks, apparatus oF pipes: 
1) het by forcible ot violent entry ot erik 

12) hurrcane, eye, typhaaon oF wins, 

(Ny enetgnake or vokoank erupt, ard 

1) Mood, 

5 The ‘penetration rate” use inthis captor is defined as the ea of the mumiber of peuple who participated in an 
MITT scheme among whom concluded propery sake agreements withthe Islamic financial ystittion 

16 This section contributed by Me Hiewan Seort P Chir, Consulta’ Actuary and his team at Mercer Zainal 
‘Comaultng Sd Bh. Malaysia 

7 Doflerentauduful nents include the Suancse congeraive eae the wuhaly evade, the rundarata une, the 
‘moibed evadaraba eae, the unt fed model. wal the the 

8 The Bowcharts shown im Exhibits 5.3 and 5.4 were prepwred andl yrovided by Mercer Zainal Consulting Sdn 
‘Bind, Malaya 

9 As the surplus in the rsh fund shall be dinates amg participant, therein at Anirprettion dat this bs Wo 
"pure hiburra buh, rier,» “cwndtional’ one A moxil exists that dees oot distribute the surplus oven 10 
Individual parsicipants. Under such a move, all surpluses are Kept i the rik fed an any atpounts that exceed 
conservative and reasonable serves may be donate Wo charihes selected and appeoved by the Shi'a 
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Chapter 6 


The role of pure re-takaful operators 
versus conventional reinsurers: 
envisioning the future 


Chakib Abouzaid 
Takaful Re 


Introduction 


The re-1akaful is the Shari'a altemative to the conventional reinsurance. The agreement among 
the scholars is to consider the cession from a takuful company to a conve 
‘a temporary exemption or by necessity (Dharurm). But, now with the launching of new and 
sound re-1akafiul operators, use of exemption is no more needed, except foF the large risks or 
for those Who needs « specific expertise which ts not available with the new re-takufil 

The re-takaful capital allows the company tw be registered and accepted by the insurance 
supervisors and to get an acceptable ratiny 

A re-tukaful company must follow the following criteria 


+ Shari'a board is a must: 
+ shurcholder’s and policy holder's accounts segre} 

distribu 
+ underwrit 


if Sharia accepted risks (no alcobol, no gambling...); and 


* investment in Shari'a compliant instruments 


From the underwriting point of view, the conventional reinsurance is a pure risk transfer from 


a direct company to a reinsurer, The re-takaful company is managing the pool for and on 
behalf of the direct sakaful operators 


The technical assessment of the risk and the acceptance are using the same standards for 


both conventional and re-rakaful, Howe 
takaful companies, a special attention is paid to make them more competitive with the 
conventional direct insurers 


+. a8 the re-takaful is new and focusing only on the 


Background 

The fakuful industry is young, formally since 1979, Throughout the subsequent 27 years its 
growth continued to be robust, Tad! has extended even to the West which now has its own 
és from the Muslim world; now citizens 


population of Muslims, teeming millions of émi 
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and part of the much more secular West. Re-sakaful has grown along with it Re-takaful started 
in 1985 in a difficult context. Few direct insurers then were working on an Islamic basis with 
or without re-takafil. None of the first three re-takafil operators was able 10 survive without 
accepting “conventional” business, In the 1980s, the re-takaful companies were based on a 
hybrid model which bore no relation to any of the direct models now existing. Takafil operators 
now attract considerable interest and in turn there is an awareness of the need for re-takaful 
logether with an overnding concem for Shari'a compliance. These are key elements of the 
strong adherence to the community’s fist principles and its need for sakaful 

This chapter describes the history and the changes that developed along the journey to 
the establishment of the fully-fledged takaful industry, and what lessons can be learned for the 
future, This chapter hopes to create a vision of re-takaful as bedrock for taka and the betterment 
‘of the community 


History 

Takaful began in 1979 in Sudan and Saudi Arabia. The need for Islamic solutions for tstamic 
‘banking transactions pioneered this phase. Two groups were interested in developing an insurance 
offer based on the Shari'a: Bank Faygal and the Al Baraka eroup 

Jn 1985, Al Baraka launched the first re-takaful operator BEST Re. In the following years, 
two other re-takafil operators were launched in KSA, Islamic Takaful & Re-takaful Company, 
‘owned by Dar Al Mal Al Islami and Istamnic Insurance & Reinsurance Company (IIR Co) 

A dynamic impetus to growth, however, came from South-east Asia, From the late 19805 
‘onwards, the Muslim world saw fakaful evolving considerably in Malaysia, The Malaysian 
takaful operator, Syrikat Takaful Malaysia, illustrated the swift growth of the first rakqfil 
portfolio in the country, all underwritten on a model which served as a platform for expansion 
to the other countries in Asia 

In recent years, Islamic finance witnessed new growth following the rising strength of 
petrol exports, New sakaful companies started their operations in other Islamic countries: Kuwait, 
the United Arb Emirates, Pakistan, Sri Lanka and Malaysia 

The latest development in the re-tahafid world is the launch of Takaful Re in Dubai, a 
fully-fledged re-rakufiul operator spearheading growing interest from the international reinsurers 
i this niche market, 


Takaful industry: Characteristics 


‘The takifi industry is still « small segment in a global insurance market. The global insurance 
miarket grossed US$3,243.0 in 2004." The estimate of total rakaful contributions is between 
USS1,000m to US$2,000m, Information is scarce on the size of the rakaful universe: the number 
‘of companies and their total gross written premiums. The Arig's Re Takaful Directory? counts 
65 companies globally. Tukuful operators are mostly new, local and small enterprises as befits 
the communal nature of sakuaful 

‘Apart from Malaysia with its thriving fakafi! industry, other markets are only just beginning 
to establish research, compile statistics and carry out market surveys. Market knowledge, 
research and development needs to be improved across the industry 
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All or most of the human resources working for takaful companies have a conventional 
insurance background. Other than a few initiates espevially in Asis, expertise is short, The 
effects of a dominant secular influence on the industry are twofold: the qualification for takaful 
expertise taken from “conventional” norms, and less regard for takuful values and elements, 
‘Sometimes rakaful is seen by the non-initfated participant as “conventional” insurance redressed 
in Islamic terms. Such perspectives further emphasise the need for strong fundamentals in 
takaful operations. 

Investment opportunities are still limited for rakaful operators. In some countries. local 
regulations narrow the field for sharia compliant choices. This affects rakaful companies” 
bottom lines and limits their ability to provide attractive retums to sharcholders. 

On pricing and because of the way that nakaful is structured through a wakala fee,” in 
theory, rakaful companies have to implement higher nates. Takaful consumers are still very 
sensitive (0 the issue of price, This affects the bottom tine of the policyholder’s fund, 

Takaful companies also rely heavily on “conventional’ reinsurance. This is because, first, 
there is only a small number of existing re-rakaful operators. The re-takaful capacities they 
offer are not sufficient to meet the sakaful companies’ needs. Moreover, because of their 
conventional background, past arrangements, and market reinsurance-buying culture, fakafil 
‘operators have a bias towards ‘conventional’ reinsurance supply; a more known and mare 
familiar recourse for protection and capacity 

However, as the number and size of the raka/ul operators increase, with more focussed 
needs, demand for the Shari'a compliant reinsurance capacity is expected to grow along with 
the industry, 


The need for re-takaful capacity 


Since the launch of the first Islamic direct operator, re-takaful has been the missing link in 
takaful operations. The insurance business needs to spread the risks as a technical requirement: 
to reduce the claims volatility, that 1s, the impact of the frequency anvor the amounts af 
<laims made, Reinsurance protects the direct insurer’ assets. Iti the insurance of the insurance 
companies, These requirements are similar for both conventional and takafil reinsurance 
‘operations 

Tukaful operators are obliged to make their operations Shari'a compliant. Sharia scholars 
provided temporary ‘authorisation’ for takaful operators to deal with conventional reinsurance 
‘operators. Only if Shari'a compliant capacities were not available was it permissible to use 
a conventional reinsurer. Takaful operators are required to cede to existing Sharia compliant 
copacities, subject to their professionalism, financial strength and claims-paying ability. Existing 
capacities are still not sufficient to meet the demand for Shari'a compliant capacities, 


Re-takaful industry characteristics 


© There are few players in the re-takaful market. Three of these are at the time of writing 
committed to the iakaful industry but follow different models and approaches. Best Re is 
mixing takaful with conventional insurance business because of the historical comtext of 
its formation in the mid-I980s. ARIL is a fully-fledged re-rakaful company operating 
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Exhibit 6.1 
Existing re-takaful operators 
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Source: Author's own 


mainly in Asia. Tokio Marine began in 2004 as a family re-sakaful operation based in 

‘Singapore. The most recent entrant into the market is Takaful Re, a fully-fledged re-takaful 

company operating from the Dubai Intemational Finance Center (DIFC), Exhibit 6,1 lists 

cnisting re-takaful operators 
+ Newcomers are opening Islamic windows or setting up new re-takaful operators (Labuan 

Re, Malaysian Re and some of the international players such as Hanover Re Takuful and 

Converium) 

* In general, existing operators are small and medium-sized companies. Most of the players 

‘are adopting a follower strategy 

+ Despite 20 years’ existence, re-“akaful is still on the “learning curve” and learning the 
lessons from past experience, such as the following: 

* Without professionalism, adequate capital, rating and strategic vision, companies do 
not have any chance to survive in & very competitive market. Since the 1990s, two of 
the first three operators no longer exist: one has merged and the other ceased underwriting. 

* The re-takiful operation should be based on a pure Islamic model as befits the nature 
‘and intent of its founding principles, Re-takaful ix distinct from conventional reinsurance, 


‘The role of pure re-takaful operators versus conventional reinsurers 


Exhibit 6.2 
Projected general re-takaful income (USS million) 


Region | 2003 2004 2005 | 2006 | 2007 2008 


Middle fost | 327,550 | 425,815 | 583,560 | 719.627 | 935,516 | 1,216,170] 


South-east Asia| 39,997 | 51989 | 67,586 | a7.g62 | 114.220 | 148,486 


North Africa | 5126 | 6,604 8.003 11,262 | 14,040 | 19,032 


‘Source’ Tokalvl Re 


and it is a competitive advantage that can be exploited. Companies that continue to 
write conventional insurance can do so, subject to there being separate accounts for 
their conventional and fakaful businesses. for the benefit of shareholders, policyholders 
and to comply with the Shari'a 

* The ‘akafil niche is still small and it is a challenging task for existing operators to write 
only sakaful business, 


Re-akaful operators are challenged. They have to compete with the conventional operators 
10 which rakafil is a niche market opportunity, Direct sakuful companies” managers are very 
sensitive to the cost argument, the rating. and their past relations with the conventional 
reinsurance industry, Shari'a requirements are not always the paramount criteria that they 
should be to help strengthen compliance, Shari'a beards should implement a “right of first 
showing” to the re-fakaful operators. Given that it is fakafial business, it must naturally flow 
into re-takuful for spread and risk management considerations. Reinsurance by conventional 
‘arrangements disqualifies the Islamic portfotio. 

In the absence of more relevant statistics, we have based our evaluation of the potential 
resokaful market in Exhibit 6.2 from an approximation of the exiting portfolios of takaful 
companies in 2003, 

It is very clear that sakaful is still a small segment of the insurance industry, However, 
the number of tukayid companies is growing and their market share will consequently increase 
Broader Islamic banking shows far more dynamic growth. In the GCC countries, the number 
of 1akaful operators in the United Arab Emirates or Kingdom of Sauxli Arabia is still limited, 
Many issues could explain this situation such as: 
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+ sensitivity to the price of the cover, even from retail customers; 

+ the lack of differentiation from conventional insurance, except by brand name, thus affecting 
the credibility of the takaful industry: 

+ the nature of the insurance markets driven by financial surplus, government budgets and 
industrial risks, rather than personal lines and the life insurance business; 

+ the market’s level of maturity, which is still limited and innovation is not sufficiently 
developed; and 

+ the lack of a legal framework and encouraging meavures from the governments. 


Challenges for the re-takaful industry 


Market and demand knowledge 

‘The size and knowledge of the takaful segment is still limited. The rakuful industry must 
have a better knowledge of its existing and potential market Demand is not gauged either 
by the sakaful oF the Fe-takaful companies. There is a need for market segmentation and an 
understanding of the the demand constituents. Re-takaful companies and all the operators 
interested in the development of the industry must make it an imperative to know their markets 


Meeting the demand 


More market knowledge will enable the industry to meet the demand. It is clear that the 
twkaful industry can only witness considerable growth if it can first supply the demand 
originating from the retail business. Consumer individuals are more sensitive to the issue 
of Shari'a compliance than corporates, which are under more imperatives to cost versus 
protection. If the ‘akaful companies begin by competing with the conventional insurers on 
industrial risks, consumers will be unable to differentiate the fakufiu! from the conventional, 
In this respect, the industry can learn from retail banking anx! the bancassurance. ‘The rakiafiul 
industry is a long-term investment 

‘The development of saku/ul can only be achieved through an adequate offer of personal 
lines and family sakaful. This inchides assistance toward the direct seeding companies in 
fiokls such as product design. The re-rakafil operator's strategy must assist in developing 
such offers 


Takaful and the bottom of the pyramid 


‘The Arabic meaning of the wkaful concept is to help each other, or solidarity. However, at 
the time of writing. the rakaful industry does not have an adequate strategy to attract those 
Ait the botlom of the pyramid. The concept is 


based on the notion that if you break the economic and physical bottlenecks of 
distribution you can reach 3 huge, previously neglected market... [Mlillions of small 
sales can, in aggregate, add up 10 big profite.* 


‘The role of pure re-takafu! operators versus conventional reinsurers 


This approach could be the base for a strategic vision for the development of the sakaful 
industry. It needs a legal framework from the Muslim countnes and a cross-borders approach 
from the investors, long-term vision and investments. Apart from the oil-rich Gulf countries, 
Muslim territories have an enormous. poor population. The takaful concept, whieh is close 
to mutuality, should target this population. This requires takaful companies wo design low- 
price products, with minimal marginal costs, wo be sold by less costly distribution channels 
in order that non-experts (salesmen who doa’t need to be technically highly-qualified) ean 
deliver them, For example. the Grameen Bank in Bangladesh (Micro Credit) isto be duplicated 
through the local associations, trade unions and non-government organisations (NGOs), 

‘To meet the bottom line demand, the direct takuful and re-1akaful companies should 
innovate in terms of strategy. Shareholders must have a long-term vision rather than an 
‘opportunistic approach. Re-rakaful companies must adapt their strategy to this new situation 
by being able to support those companies which are willing to develop this approach: assisting 
‘companies in designing and implementing distribution channels, and selling personal accident, 
motor, householder’ and family fakufu! to a low-income population. 

“The advantage for both fakufu and re-takaful companies isthe limited need for reinsurance 
‘and retrocession capacity us volatility for the small and personal lines of business is Timited 
and the loss ratio fair 


Limited capacity 

‘The available re-takaful capacity is insufficient to cover all the direct sakaful needs, despite 
their limited number and generally small size. There is still a need for conventional reinsurers, 
especially for the large risks or the specialised lines 

The dilemma for the re-takaful industry is the limited size of the ceded premium and the 
industry's capacity, Re-takaful companies will not grow unless they are able (o increase their 
cupacities anor their market share. Thus, for a re-takaful company to focus only on the 
takaful industry is a constraint 

Yet, from the religious perspective, a se-takuful company cannot mix the Islamic business 
‘with the conventional, unless the company Is able i ensure that the non-Islamic element of 
the business remains acceptable under the Shari'a and avoids riba (interests on deprisits for 
the premium and claims reserves), 

A retso-takuful capacity (retrocession) does not exist at the time of writing, except for 
the possibility of exchanging business between the three existing operators. For the re-sakayut 
‘company, this is a constraint and the Shari'a principle to be applied is “necessity”. The re: 
takaful company could temporarily use the conventional retrocessionaires because of the lack 
‘of capacity in the re-takaful industry. Moreover. the quality of the retrocessionaires is essential 
for the rating, The existing re-tukuyful companies must have in thetr security lista high percentage 
of "A‘-rated companies. Takaful Re restricted its market to rakafiul companies only, thus 
avoiding the mix between rakaful, the conventional, and the problems with rib. 


Competition with the conventional 


With respect to competition, re-tukaful operators are in a similar position as the direct suhafil 
companies: they compete on a global basis with the conventional intemational players and 
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‘with regional reinsurers, which benefit from proximity, compulsory national cessions and/or 
right of first refusal (such as in Malaysia). Re-tadnful companies have an advantage in terms 
af Shari'a compliance, but this may be insufficient to counter competition from conventional 
insurers, because of the size and expertise of conventional reinsurers and their historical and/or 
personal relations within the markets, 

Pricing risks and treaties are the keys to enable re-takaful companies to gain substantial 
market share, supplementing re-takaful capacities with expertise pricing tools and the ability 
to explore specialised, niche markets. 

Re-tukaful operators must find their own way to increase penetration by anticipating and 
‘meeting the demand from direct takaful companies. and building partnerships with new takuful 
‘start-up companies from the beginning. to secure their share of the eakafil business of these 
companies. 


Lack of rating 
Takaful Re and BEST Re are rated by the international rating agencies. Newcomers 10 the 
market can benefit from their mother-company's rating. Re-takaful operators must consider 
the rating issue as a priority, which means fulfilling the rating agencies” requirements in terms 
of capital adequacy, solvency, operating performances, financial flexibility and liquidity. The 
rating will enhance the attractiveness of the re-takaful operators as established securities, An 
international rating has become a requirement from the regulatory bodies in many countries, 
It is, of course, a marketing tool for re-takaful operators, and it will limit the reluctance of 
some operators to deal with re-takafil, rather than traditional reinsurance. operators. 
However, the re-takaful operator must insist, ant the direct rakafil operators understand, 
that the first requirement for a jakwful company from a re-takaful operator is Shari'a compliance. 
‘The security oF the rating is a general requirement for all of the insurance industry. 


Human resources 
‘The lick of human resources dedicated 10 takufil is one of the major weaknesses of the industry. 
‘This is visible especially in the Middle East and North African (MENA) region because of 
the recent development of takaful. The backgrounds of underwriting. accounting and marketing 
staff ure in conventional insurance. This tends to negatively affect their ability to develop an 
appropriate rakaful profile needed for better service 10 the clients and the cedant companies, 
‘The fakaful industry must develop a proper educational tools to ensure professionals withitt 
the industry are able to fully develop and market kakafil proxtucts and the concept of rakaful, 
‘Only then can differentiation develop within the industry 


Specific takaful regulation 

The success of the Malaysian model should encourage other governments to build specific 
regulations for takuful, as well as the political goodwill to develop it. The development af 
tukaful nist be considered as a tool encouraging the penetration of insurance in general into 
new markets, and as a means to promote Islamic finance and the Shari"a compliant instruments 
for saving and protecting assets. A legal framework will clarify and standardise the rules and 
Shari'a compliance within individual countries and on a regional basis. 


70 


‘The role of pure ye-takaful operators versus conventional reinsurers 


There is a need for a harmonisation of standards between takaful companies. This 
standardisation should occur in compliance with the Intemational Financial Reporting 
Standards (IFRS) and the Intemational Association of Insurance Supervisors’ (IAIS) 
requirements, This will help the industry remain in line with the latest developments, 


Corporate governance 

Globalisation requires the standardisation of accounting methods, management and corporate 
governance, Takaful operators, as financial corporations looking for credibility, must comply 
‘with internationally accepted corporate governance principles. The need for tranxparency is 
‘more urgent within takaful companies, as they are the managers of the policyholders’ as well 
as the shareholders’ funds. As takaful and re-rakaful operators are in a sense the promoters 
‘of Islamic values, they must pay maximum attention to and have great respect for the ethical 
aspects of takaful operation. Transparency and corporate governance are the basis of this 
approach. 


Conclusion 

‘The commitment to the Shari'a is the comerstone of the success of takaful and re-takaful 
‘This young industry must uphold its credibility with a strong commiteent to the values of 
the Shari'a, with professionalism and integrity in order to differentiate takaful from 
‘conventional insurance business. Differentiation between Islamic and conventional insurance 
can be developed 10 great competitive advantage for the industry, with better market 
segmentation and understanding of consumer needs, buttressed by quality human resources 
and services. 

Only an approach based on the values of rakifu! and professionalism can enable the 
Jakaful operators to compete on sound ground with the conventional insurance companies. 
Beginning at the base of the pyramid could add significantly to the yolume of business and 
increase the awareness and the penetration of insurance. This will combine the values of 
solidarity with the economic retum to investors, 

The re-takuful industry needs to be more efficient. It needs innovative approaches 10 
translate its latent fearures into strengths. The direct sakaful operators need more than just 
‘additional capacities. They need support for innovation in their products backed by financially 
strong re-takaful operators that are well rated and playing a leading role. 
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Chapter 7 


Concerns and misconceptions in 
the provision of takaful 


Professor Rodney Wilson 
Institute for Middle Eastern and Islamic Studies, 
Durham University, United Kingdom 


Introduction 


Although the rakaful industry is well established intemationally and is expanding rapidly with 
many new entrants, there remains much confusion amongst the wider public, including many 
potential Muslim clients, about the differences between Shari'a compliant insurance and 
‘conventional insurance products. The general Muslim public is aware that scholars of Islamic 
jurisprudence. the fuga”. reject conventional insurance, but they are uncertain of the reasons 
why it is viewed as haram. Furthermore there is a lack of understanding as to how rakaful 
providers should be organised and operate, and the providers themselves have not been effective 
in consumer education and marketing. Consequently, although it is easy to expand rapidly 
from a minimal base, further expansion will inevitably be more difficult unless potential 
tients are convinced of the merits of makaful, and can appreciate for themselves what ix 
dis ince, and why it is regarded as Shari'a compliant 


tive about this form of 


The provision of retail insurance and brokerage practice 


The retail insurance industry is relatively underdeveloped in the Muslim world, and even 
amongst Maslim minorities in the West the take-up of insurance has been limited. To a large 
extent, this reflects the underdevelopment of Mustim economies and the lower soc 
w. 


economic 
stem economies, rather than concer that conven: 
nig. Most usually, Muslims take out conventional 


iv of many Muslim communities 


wher 


m of obtaining financing. as with buildin, and 
ection insurance in the case of home financing. In such instances Mustis 
Ve no alternative © purchasing insurance policies, usually from conventional providers, 
her than Kokuful products, which may not be available 

Where insurance is ex 
Muslim client, as with 0 


npulsory. of & precondition for financing. the main concer of the 
Muslims, is the cost of the policy, and they may shop around 
themselves for the best value policy of seek the assistance of an insurance broker, Brokers 
usually do not charge the client for their services, rather they receive a commission from the 
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company where the client's business is placed, sometimes resulting in their advice being 
biased by their own financial considerations rather than being driven by those of the client 
that would imply impartiality. Shari'a scholars have yet to address the issue of insurance 
broker transparency over commissions, a real concem of many Muslim clients. 


Addressing the fugahd' objections to insurance in principle 
Although all Muslims are of necessity concerned about Shari'a teaching. some believe that 
the fuyaha’ are Focused on esoteric issues of traditional jurisprudence which have limited 
relevance to the complex financial situation in which they five, where mitigating risk through 
taking insurance cover is seen as both normal and desirable. One basic objection of the fugahd’ 
is that standard insurance violates the prohibition of gharar, which involves uncertainty, ax 
the benefits are dependent on the outcome of future events that are not known at the time the 
insurance contract is signed,’ However, this applies to any form of insurance, whether takafut 
‘or conventional, and if this extreme position is taken, there may be a conflict between national 
Jaws, requiring. for example car insurance, and Shari'a principles.* Fortunately most fugaha™ 
‘now interpret gharar as applying to legal or contractual uncertainty. not uncertain outcomes.” 
yents such as a traffic aceident or the death of a polieyhokler cannot usually be predicted, 
however risks can be assessed, and insurance premiums based on these assessments, This is 
the core responsibility of actuaries, whose job is 10 estimate probabilities of likely outcomes 
for a group of polieyhoklers, Actuarial work brings social benefits, and is far from being 
‘un-Islamic 

The key principle involving the morality of insurance cont informed consent, Both 
parties, the client and the insurance provider, should be aware of the full implications of the 
Contract they are signing. Gharar arises where one party. usually the insurance provider, has 
drafted a contract, with much so-called ‘small print’. burying significant clauses in a mass of 
information which the client has difficulty in understanding. In the worst cases, this ean 
amount fo deliberate deception, of at best the exploitation of a less informed party: in other 
words, the problem of asymmetric information. It should be therefore incumbent on the 
Insurance provider to ensure that the contract is clear and comprehensible, and that the client 
understands the implications of what they are signing. Insurance regulators, ar indeed the 
Shari'a scholars who advise tukaful companies, cannot be present for the signing of all, or 
indeed any contracts, but they have a duty to read the documentation and ensure that there 
is no legal or contractual uncertainty 

‘The prohibition of gambling is explicit, the Quran in Sura 2.219 and 5.93 andl believers 
can be in no doubt about this Gambling wins are often equated with maysir, unearned gains, 
which ute viewed as haram, and no fugahii would seek to justify such gains, although there 
has been 1 fatwa by Shi'a scholars that the gain from placing a bet on a horse or camel race 
may be legitimate if the punter takes great effort to study the form or past racing history of 
the runners and the jockeys, as this is time-consuming and could be regarded as a type of 
work. This would not apply to a game of chance however, such as a lottery. as no skill or 
effort is involved apart from purchasing the ticket 

Should taking out an insurance poliey be regarded as analogous to a lottery. with the 
payment of premium representing a bet on the policyholder being a potential winner? The 
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argument against this is that with insurance the circumstances in which a claim is made, for 
example as a result of a vehicle accident, theft of household possessions or damage 10 a 
building, involve financial loss, and the purpose of the insurance pay-out is o simply compensate 
for this, not to enjoy a windfall gain. Of course policymakers can make fraudulent claims, 
but that is a matter for the insurance company. and indeed the police and the courts, and 
should not imply that all general insurance should be prohibited. 

‘The fuyaha’ have objected specifically to life insurance, the concern being that this amounts 
to a wager on the policyholder’s death, and such matters are in the hands of Allah, not of 
man, Indeed there is concem over the morality of actuarial work involving the calculation of 
probability of death and working out premiums on the basis of this, as the old are likely to 
be charged more, and there may be a reluctance by commercial insurance providers to offer 
cover to those with a record of poor heath, or if such cover is provided to load the premism. 
This is regarded s an unfair penalty imposed on the weak and potentially needy 

‘The other Way of looking at these issues is to view life insurance not from the perspective 
of the policyholder, but rather his or her dependents.* This is the concern of providers of 
family rakaful, av it is seen as legitimate, indeed highly responsible and desirable, for 
policyholders to want to protect their families after their own deaths. Of course, like life 
Insurance, family sakaful can also be abused. if for example the policyholder fakes an accidental 
deuth by committing suicide. Such action would be rather drastic however, and itis in any 
‘ease regarded as sinful for Muslims to take their own tives. 


Mutual insurance 


‘There has been extensive debate amongst the fuwjahd’ about corporate governance in the 
insurance industry, and whether insurance providers should be organised as commercial 
‘companies, with separate shareholders who profit from the premiums paid by the policyholders. 
Conflicts of interest may aise, as in order to maximise profits, insurance companies may 
\Want 10 minimise costs by restricting claims or paying out Jess on each claim. This is clearly 
against the interests of the policyholders. There is also a basic moral concer that Investors 
in insurance companies are seeking to benefit from the policyholders’ fears of potential 
tmisfortune, which is viewed as an inappropriate Way of making money. 

‘One means of overcoming these problems is to suggest that all insurance providers which 
lant should be organised as mutual institutions.’ With such organisations 
there are no shareholders. Rather the policyholders are the owners, and they have an undivided 
interest in the capital subscribed as long as they continue paying their premiums. The analogy 
is the membership of a club, where everyone participates. In a mutual society the members 
lm 10 pool their resources W help those members in need, with all participants having the 
assurance that their own aceds will be met if necessary, providing there are sufficient funds 
pooled to finance any payouts. In a mutual society, any profits made from investing the 
premium income is distributed to the policyholders or re-invested to build up reserves, rather 
‘than being paid out as dividends to independent sharcholders. 

‘The policyholders will not of course make capital gains, the usual aim of shareholders, 
as the premiums represent expenditure for & service. the insurance provided, and not an 
investment, Investors in an insurance company may of course make losses, although if it iy 
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4 limited liability company they are only liable for the value of their investment. Policyholders 
in a mutual society may make no profits if there are substantial payouts, but it Would be up 
to members to decide whether to increase their premiums in the event of a high number of 
claims. In other words, members of a mutual society do not have unlimited fiability, but they 
may feel a moral duty to increase their premiums if there are a substantial number of genuine 
claims of inereasing cost. 

‘The major limitation of mutual societies is that they can only obtain resources from their 
‘members and cannot raise equity capital. The members are clients, not equity investors, Although 
some mutual insurers in the West have substantial assets, there has been a tendency towards 
de-mutualisation in recent years, largely because of a desire to expand the business by becoming 
8 company and offering shares through stock market. The issuance of equity means the 
Companies can increase resources further by bank bomowings, further adding to resources and 
strengthening their financial position, providing the leverage is kept to acceptable levels 

‘Those who argued that fakaful providers should be organised as mutual institutions rather 
than profit-making companies seem 1 have Jost the debate, just as those who argued that 
Islamic finance should be provided through credit unions rather than commercial banks. The 
‘same arguments that applied against mutual organisation for conventional insurance have been 
used by Jakaful providers, notably the greater flexibility that raising equity capital brings rather 
than relying solely on premium income. There are inconsistencies in this approuch, however, 
ts although there is no. Shari'a objection to equity investment, the sectors screened out by the 
Dow Jones Islamic Indices include insurance. An argument can be made that exclusion does 
not apply to takaful because itis different from conventional inyurance, but any difference in 
how it is organised institutionally appears to have disappeared with the lack of insistence on 
mutual status. Furthermore any leveraging by borrowing immediately raises the question af 
riba or interest, and although under the Dow Jones Islamic Indices criteria companies can 
leverage for up to one third of their market capitalisation, the issue of relying on riba financing 
remains, Of course raising debt capital through other more acceptable instruments such as 
leasing Jura o istisna'a project finance would be a possibility, but sakafil companies do not 
do this at present 


The organisation of takaful with wakala contracts 
and tabarru’ governing premiums 


‘The main distinguishing feature of makafiu! providers is in their contractual documentation. There 
‘are two basic forms of contract, one based on the concept af wekala, an agency contract, with, 
in the case of takuful, tabarru’, which can be translated as a donation or offering, as the 
distinguishing feature * The other contract, which will be discussed in the next section, involves 
‘4 mudaraba profit-sharing arrangement. The premium paid under the rabarru" arrangement is 
like @ membership fee to Join a club, which may bring a private benefit to the payee and a 
social benefit to the other policyholders. Itis different to sakar payments which bring a public 
benefit; rather tabarru” contributions could be reganled ay a (ype of privatised sakar. With 
-ukar, 0s with taxation, the payer does not usually have any discretion over how the revenues 
are spent, this being a matter for the administrative authorities which will ultimately be beld 
‘accountable for their decisions by Allah — the remit forthe spending being that it should benefit 
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the poor and needy. With fabarru” on a mutual basts, the payee would have a say on how the 
premium is used, but if it is offered by a takaful company, itis the management that decide. 
However, there should be clear criteria regarding when benefits are paid that payees should 
have written into their contracts, and which management should honour. As the payment is 
dependent upon uncertain outcomes. there is an element of gharar in tabarru' arrangements. 
‘This is permissible however, as those paying the fabarru’ contributions are not aiming to profit 
from the uncertainty, the aim being the pooling of risk: risk management rather than risk- 
taking 

‘There are, however, significant legal differences between insurance based on conventional 
‘contracts andl those based on tabarru’. In particular with the latter, a rakaful operator would 
hot be the owner of the fund, but merely its custodian.” The takaful operator receives a 
management fee for their efforts, but any surplus remaining in a rabarru” fund after all claims 
hhave been met belongs to the contributors, not to the management of indeed the share- 
holders. In theory, it is the policyholders who should be deciding whether any surpluses 
should be repaid to themselves, used to reduce future premiums, or added to reserves 10 
Increase the ability of the nakafiul provider to meet higher future claims. In practice, however, 
itis the managers who make these decisions, and in the ease of a nakaful company their prime 
responsibility is (0 the shareholders as owners, not to the policyholders contributing to the 
tabarrn’ fund. Needless to say there could be conflicts of interest between the shareholders 
‘and the policyholders. Building up reserves through the subscriptions of the later and reducing 
the potential for losses isin the interests of the shareholders. However. while returning surplus 
funds 10 the policyholders is unlikely to be welcomed by the shareholders, even if they are 
not the actual owners of the tabarru® fund, 

In wakala contracts, these conticts of interest ane supposed to be addressed by the provi- 
sions of the agreement. The takaful operators carn a fee, which will usually be around 20 to 
45 per cont af the tabarru® contributions, and therefore the greater the fee income in relation 
to the operator’s costs, the larger the potential dividends for distribution to the shareholders. 
"The flow diagram in Exhibit 7.1 illustrates the relationship between the different stakeholders, 
notably the shareholders, the management of the fakaful company as custoxtiuns, and the 
policyholders contributing to the fund through sabarru 

The tabarru’ contributors have & ight to any surpluses arising after elaigns ate met. Those 
surpluses do aot represent profits, but rather excesses as a result of fortuitous circumstances 
reducing the value of claims. Similarly, if there is a high level of claims, this may simply 
reflect unfortunate circumstances such as a hurricane, flood, fire or an increase in mortality 
bevause of the spread of infectious discase, In other words, the size of the surplus, or whether 
there is any, does not reflect management performance, rather the latter is measured by the 
et profit from fees after expenses have been covered. The aim is ti separate the management 
risks, which are bore by the sharcholders, from the insurance risks, which are borne by the 
policyholders participating in the rakaful fund through their taharru’ contributions. This 
separation can be achieved legally and conceptually. but in practice share prices of listed 
tukaful companies are likely 10 be influenced by news of catastrophes and their impact on 
payouts. Ta other words, in financial terms, the determinants of the performance of takaful 
companies may be rather similar to their conventional equivalents. 


76 


Concerns and misconceptions in the provision of rakaful 


Source: Author's own 


Operationally. what is sometimes referred to as the pure waka model hus the disadvantage 
that itis not likely to be profitable for the sakafil management company unless the management 
fe is set at a high level. This may be augmented by an upfront fee payable by the policyholder, 
but this potentially makes fakaful uncompetitive with conventional insurance, To overcome 
these limitations modified wakala contract has been introduced, Bank AUlazira in Saudi 
Arubia being the pioneer. This allows for the takafil management company to share in any 
surplus generwied by the takaful fund, in practice # half-way house to contracts based on 
mudaraba, which are considered in the following section. Unlike the mudaraba contract 
however, the modified wakala contract ts not a profit-sharing arrangement. as the policyholler’s 
cenntribution to the fund is classified as tabarrn rather than an investment premium. The aim 
is 10 provide an incentive for the operating company, not the policyholder, which will be the 
sole beneficiary of any claims made, 


Takaful contracts based on mudaraba 


Under the mudaraba model, the shareboklers and policyholders both share in any surpluses 
generated by the takaful fund. The size of the surpluses, or indeed whether there will be a 
surplus, cannot be known in advance, but the proportionate shares should be stipulated in the 
contractual agreement, The shares are not necessarily determined by the relative proportions 
‘of capital contributed. as the policyholders are not investors but simply purchasers of insurance 
protection, while the shareholders could be regarded as financiers, This corresponds to 
traditional mudaraba contract where only ane of the parties provides the fnance. However, 
with the traditional contract, the other party provides management or entreprencurial skills, 
‘but with a rakuful contract based on mudaraba the other party provides only the insurance 
premium. The umouint provided by the rakaful operator to the fund will depend on the anticipated 
‘claims and the resources the operator has, which are ultimately determined by the size of the 
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equity capital and the operator's ability to raise external funding. It is the surpluses invested 
in the akuful fund prior to and subsequent from claims being made that will generate the 
revenue from which profits can be shared out, but it is important to note that the surpluses 
will be much larger than any profits generated from their investment. 

‘The flow diagram in Exhibit 7.2 illustrates the structure of a mudaraba arrangement for 
providing sakaful, with the mudaraba concept applied to the fund in which the rakaful company 
invests and the policyholders pay premiums. The profits are shared between the policyholders 
and the takaful management company acconding to a pre-determined and mutually agreed 
ratio, although in practice the management company determines the ratio which the policyholder 
either accepts on signing the takaful contract o does not accept, and is therefore uninsured. 
‘There are some parallels to the ‘with peofits” life insurance offered by conventional insurance 
‘comipanies in the case of family takaful cover, as although the fakaful company cannot alter 
the proportionate shares in the profit once the contracts are signed, they can vary the amount 
distributed depending on the claims and anticipated claims on the fakafiul fund and the returns 
‘on investment by the fund. As with investment mudaraba deposits with Islamic banks (where 
there may be a conflict of interest between sharehoklers and the depositors). a similar conflict 
can arise with rakaful between the shareholders looking for dividends and capital gains, and 
the policyholders seeking a profit share 

The key issue for the policyholders is the transparency of the sakaful fund and the extent 
‘of financial reporting on this. The takaful management company will need to have its own 
accounts audited, as this is regulatory requirement in all jurisdictions, However, the primary 
purpose of the financial statements is to report to the shareholders, not the policyholders, who 
have an interest in the raku/u! fund, but not the management company. Conventional "with 
profits’ policies are notoriously opaque with regard to the criteria they use in determining 
“with profit’ payouts, with complicated and obscure relationships between the profits declared 
‘annually and the terminal bonuses. As sakaful insurance is supposed to be inherently ethical, 
Shari'a scholars serving on the boards of such companies should insist on w high level of 
lransparency anxt accountability in the Interests of policyholders. 


Exhibit 72 
The mudaraba model 
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Source: Auhor’s own 
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Exhibit 7.3 


Comparison of the benefits of the wakala and mudaraba models 
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Operational issues 


‘There are a number of operational issues that arise in the ease of sakuful that do not apply 
10 conventional insurance companies, not least the need to avoid riba. Insurance companies 
okt a significant proportion of their assets in boods of floating rate notes, which in many 
respects are well suited 10 their needs, as the maturity value is known, the only risk being of 
ddefiult. Although bonds and notes can, of course, be traded conventional insurance companies 
attempt to match the length t maturity of their assets with their anticipated payments 
obligations. This cover ensures they are financially sound. In recent years, given the increased 
Volatility of both mature and emerging equity markets, there has heen at tendency te increase 
the proportion of bonds and floating rate notes to at least 40 percent of total assets, and in 
‘some eases $0 percent, and reduce the share of equities in the total. Equities can ensure capital 
gains in the long term, unlike bonds, but with some downtums in equity markets lasting & 
decade or more. as in the case of Japan in the 1990s. and with major western markets still 
below their 2001 peaks, there has been a flight to the safety of fixed and variable income 
securities 

The problem for nukuful companies is that they cannot hold conventional bonds or notes 
as the Interest returns equate to ritws, The obvious solution is to hold Islamic securities or 
swkuk, most of which are either murahaha-based and therefore financially similar to bonds, 
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or jarah-based with variable returns, the corresponding conventional instrument being a floating 
rate note. In Malaysia, the substitution of sukuk for bonds and notes is not a problem. as there 
are hundreds available denominated in ringgit, with active trading in sukuk for over a decade, 
‘The position in the Gulf is very different, with relatively few sukuk available until recently, 
and negligible trading, as those wlio subscribe to these issues in the first place. usually Islamic 
banks, hold onto these securities given the absence of other liquid assets available that are 
‘Shari'a compliant. A further complication is that many of the swhuk in the Gulf are US dollar 
denominated rather than being in local currencies in which rakafel company liabilities are 
denominated. Although Gulf currencies are pegged to the dollar, there is no guarantee that this 
Pee Will remain fixed in the long term, especially if a significant proportion of payments for 
‘ol and gas imports ceases to be made in dollars, as is Hikely when the Chinese and Indian 
‘cuirencies become more fully convertible 

Another operational issue is whether conventional insurance companies can offer takufil. 
the parallel being with conventional banks offering Shari'a compliant products throagh dedicated 
‘windows, counters or branches. The advantage would be the huge resources that major insurance 
companies have and their brand strength that provides assurance 10 potential clients. This 
advantage is undermined by the prohibition of any co-mingling of funds within the institution. 
If assets that Were obtaining a return based on rife were present in a sakafil fund, this would 
‘of necessity be haram. However, if the sakaful fund is kept separate from the takaful managing 
‘company, Which could be conventional, this Would potentially be acceptable. Given that there 
is a greater separation with the wakala model, as only the policyholders are subscribing to the 
fund and the only transaction between the fund and the management company is the payment 
‘of a fee, this is arguably preferable to the mudaraba structure, where the management company 
ian investor in the fund. Some Shari'a scholars may still regand the source of these funds as 
impure or tinted if the conventional takaful provider is earning income from rid 


Legal and regulatory issues 


Malaysia 
Hew countries have special laws governing takaful, the fist specific law being the Tukafil 
Act of 1984 (Act number 312) of Malaysia This defined and classified hokafiul business: the 
major categories being family solidarity business, general eakafiul and re-rakufil, the latter 
corresponding to reinsurance oF underwriting. Under seetion 4 of the Aet rakaful can only be 
‘offered by either compunies as defined in the Companies Act of 1965, and therefore subject 
1W its provisions, oF societies registered under the Cooperative Societies Act. and thereby subject 
1 its provisions. The purpose of the Takaful Act is to provide fora procedure for the registration 
‘of rakafil providers, and to establish the conditions under which they operate. Section 6 of 
the Act is crucial, as this stipulates that the operations must conform to Shari'a principles and 
that the sakn/ul operator must establish a Shari'a committee to monitor its nctivities. for 
‘compliance. It is the responsibility of the commitiee to ensure dealings are halal, and not the 
responsibility of those enforcing the Company or Cooperative Societies Acts, nor indeed the 
Takaful Act 


80 


Concerns and misconceptions in the provision of takaful 


Under section 15 of the Malaysia Takaful Act operators must establish a rewister of Takaful 
Certificates, which are the insurance policy documents stating the entitlements of the 
policyholders. These represent the liabilities of the sakaful operator. which must be retained 
for inspection as required. Section 16 of the Act states the conditions governing the rakuhil 
fund that the operator should establish for family business, in particular that no surpluses should 
be distributed from the fund without the approval of a qualified actuary. This ensures that the 
longterm interests of the centficate holders are not undermined by excessive short- term 
distributions of revenues. Where a fund is wound up, the certificate holders have the first claim, 
over any remaining assets. The two other most significant provisions of the Act ate section 
17, which deals with the separation of the raknful fund from other assets of the operator, and 
section 21 that establishes a sukaful guarantee scheme that is financed by a levy imposed on 
the Jakaful operators. Funds under this scheme can be wsed to compensate Taknful Certificate 
holders in the event of a takaful operator becoming insolvent. Happily. this has not arisen in 
‘over Iwo decades of takaful experience in Malaysia, a period in which the average growth of 
assets managed has been a remarkable SR per cent per annum.” The value of family takafil 
assets exceeds US$10bn, and new contributions have risen to over USS400m annually, 

Although having a specific takaful law scents appealing and appropriate, other Muslim 
countries have not followed Malaysia's lead, It can be argued that the provisions of the later 
Insurance Act of 1996, which covers all insurance companies and not just takafid! operators, 
are more significant. The issue is how much value is added by having a specific sakaful law, 
and whether it is simply best to have some references to takuful in the existing insurance 
Jaws, oF indeed tackle the issues at the regulatory level only. A legal framework may be 
regarded as unnecessary, or perhaps ncedlessly restrictive. In practice most of the provisions 
of the Tukaful Act are concemed with the conditions for registration, which are virtually 
identical to those for conventional companies and which have been superseded by the 1996 
Act, From 2005, Bank Negara, the Central Bank of Malaysia, required akafil brokers and 
Joss adjusters (0 join the same association &s their conventional counterparts, although, as 
most brokers are involved with both conventional insurance and sakaful, this provision will 
‘hot make much difference." Four specialist broker licences are being issued to those dealing 
exclusively with sakaful to eocourage the industry’s development, and four joint taka! ventures 
involving Malaysian and foreign partners have been authorised. How much business this 
generates remains to be seen 


Bahrain 

Bahrain does not have a specific makuful law. but the Central Bunk (formerly The Bahrain 
Monetary Agency) has introduced special regulations for takaful regulation. These describe 
the expected characteristics of the wakula- and tudaraba-based takaful operations, anxd specify 
that the current practice in Bahrain is to use the wakala model for underwriting activities and 
the mudaraba mode! for the investment activities of rakaful companies." Some commentators 
are critical of this so-called mixed model and would like to see a unified set of principles." 
However the Bahrain Central Bank, like Bank Negara, docs not specify the rules as to what 
constitutes a rakaful product. this being a matter for each firms’ Shari'a supervisory board 
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{As in Malaysia it is obligatory to have such a boand, Takaful operators must obtain a license 
to undertake business, but apart from having a Shari'a board, all the other regulations are 
identical to those for conventional insurance companies operating in Bahrain, including the 
solvency requirements, record-keeping and rules governing matching assets and liabilities 10 
avoid excessive maturity mismatches or currency exposure, The provisions for reporting and 
financial crime are also the same as for conventional companies, although there is an additional 
requirement that the policyholders must be informed of the wakala and mudaraba fees puid 
to the sakaful operator."* The wakala fee should be proportional to the costs associated with 
establishing and maintaining the contmet. 

Although much is left to the discretion of the Shari'a boards of the rakafidl operators, 
and Bahrain can be regarded as an example of a light regulatory environment, the rules are 
specific where it matiers, especially with regard to the disclosure of information to policyholders. 
In some respects. the regulations in Bahrain are more developed than those in Malaysia, 
despite the latter having a long-established rakaful law. 


Saudi Arabia 


In both Bahrain and Malaysia, the situation is better than in Saudi Arabia, where the long 
awaited insurance law passed by Royal Decree in 2004 was a disappointment from a takai 
perspective." The law is very general, and contains no reference to takaful. ‘There seems to 
bbe confusion in the title, as although it is supposed to cover insurance companies “operating 
in 4 cooperative manner’, itis not clear what this means. especially as the law refers to joint 
stock companies, not mutual societies. The regulations issued which accompanied the law 
are more comprehensive, defining different types of insurance, the conditions for licences 
being granted, corporate governance and regulatory and supervisory proceduses."* These xem 
satisfactory, and in many respects are # sound set of regulations, but again there is no specific 
rofenence to rahul 


Pakistan 


In 2005, Pakistan introduced the most detailed rules governing fakafil of any country, and 
it is clear from these that lessons have been learnt from the experiences in other jurisdictions 
These rules were issued under section 167 of the Insurance Ordinance Number 39 of 2000 
rather than being a separate picce of legislation,!” Significantly, under section 52 the rules 
permit conventional insurance companies to open sakufiul winkows after five years, presumably 
from 2010, but until then the rules provide an excellent framework for purely fakaful companies 
to operate, As a consequence Takaful Nasional of Malaysia has formed a joint venture with 
Pakistani partners to provide wkaful services! and the Qatar Islamic Insurance Company has 
established two ventures in Pakistan, one for general and the other for family takaful” 
Provision is made under section 8 of the Takaful Rules of Pakistan for participants’ 
takaful funds to be established, regardless of whether the wakala or mudaraba model is used, 
and, under section 9, the remit of the participant's takaful fund is spelt out, including what 
may be included in income and outgoings. It is specified in section 10.2 that the rakaful 
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operator's fees shall not be determined with reference 10 the surplus in the participant's 
takaful fund, which could be to the detriment of the policyholders. Where there are insufficient 
funds in the participants” saku/u funds to meet all claims, section 11 provides that a qudrul 
hasan (an interest-free beneficial loan) may be made from the shareholders” funds, of in other 
words the operating company. Rules for the sharing of the surplus in the takaful fund are 
provised under section 14, with the surplus determined each accounting year. A proportion 
may be held back from distribution and placed in a contingency fund to meet future claims. 
Ruiles governing the rakaful operator are also provided, the most significant of which is under 
section 25, which states that the assets of the participants” zakaful fund shall be kept separate 
from those of the aku! operator. 


Takaful case studies 


‘The Saudi Arabian law and regulations were aimed to open up the Kingdom's insurance market, 
ty hitherto under a previous Royal Decree the National Company for the Cooperative Insurance 
(NCCI enjoyed a virtual monopoly.” As this is the largest insurance provider in the Arab 
‘World, its interesting to consider its operations to see if they correspond to those af a zakaful 
operator. The company was established in 1986 with an authorised capital of USS133m, half 
‘of which was paid up, The sole sharcholders were Saudi Arabian government agencies, the 
Public Investment Fund owning $0 per cent, the General Organisation for Social Insurance 
25 per cent and the Retirement Pension Agency 25 per cent.” In December 2004, however, 
the company launched an initial public offering on the Saudi stock market, selling off 70 per 
cent of its shares, leaving the government agencies with a minority shareholding.” The share 
offering, which was worth US$3%3m, was heavily oversubscribed, and subsequent movements 
in the share price have taken the market capitalisation to over US$1bn, but today, apart from 
the ttle, itis difficult to discern what constitutes the cooperative feature of the company. 

Insurance is controversial in Saudh Arabia given Shari'a prohibitions, and NCCI is careful 
in how it describes its products. There is a Wafaa Program for Family Savings, which could 
be thought of as family fakaful, but the term rakaful is not Used. The policy seems to combine 
some of the features af a health protection plan with that of life insurance, ax family members 
are paid benetits if the policyholder dies of natural causes or is killed in an accident, and if 
he becomes incapacitated and unable to work, benefits are also paid to the family. Payments 
ean be made into the plan by monthly instalments, with benefits of up to U'S$200,000 paid 
‘on the death of the policyholder, and a Joan of up to 80 per cent of the amount paid if 
‘unexpected financial obligations arise. There is a single premium option where a policyholder 
can purchase protection of double the suin paid in, the minimum premium being USS6,667, 
‘The other major plan offered is to cover the costs of higher education, usually abroad as such 
education is free for Saudi citizens at state universities in the Kingdom. 

‘The leading specifically-designated akuful companies are Solidarity based in Bahrain, 
\with a paid-up capital of US$100m, the National Takaful Insurance Company of Kuwait with 
1 paid-up capital of US$20m and Syarikat Takaful Malaysia Bethad, which operates primarily 
in Malaysia, but also conducts some business in Indonesia and Sri Lanka. ‘The total assets of 
Syarikat Takaful Malaysia Berhad were worth over USS6S0m in 2005, with an annvial net 
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profit of USS8.3m after payment of zukat and taxation. All these companies are small, with 
Syarikat Takaful Malaysia Berfiad providing the widest range of services including family 
takaful, a morgage protection plan, an annuity scheme, a plan for education expenses and 
medical sakaful, General takaful schemes cover vehicle accidents, fire. engineering equipment 
and buildings and contents, Its plans are marketed through Bank Islam Malaysia under an 
‘agreement announced im March 2006. 

I is evident that the newer rakaful providers im the Gulf can learn much from the over 
20 years of experience of Syarikat Takaful Malaysia Berhad. although the fatter remains a 
relatively small company, Solidarity has increased its authorised capital to USSSO0m and is 
developing its proxtucts, with its family rakaful range covering HayjiUmrah, marriage, 
education ancl family protection, and it offers a bond fund under an agreement with Friends 
Provident Intemational. The bonds involved are neither conventional or sukuk securities, but 
rather being based on Shari'a compliant equities and other investments. Solidarity is also 
Invotved in a joint venture in Malaysia, MAA Takaful Berhad, which is jointly held by MAA 
Holdings with a 7S per cent stake and Solidarity with a 25 per cent stake.” Solidarity products 
will be offered through MAA Takaful Berhad branches, which should be a good learning 
experience for all the parties. Despite these favourable developments in Bahrain, the major 
boost to the industry in the Gulf however would be if NCCI of Saudi Arabia started to offer 
designated rakaful products. This seems some way off 
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Chapter 8 
Takaful business models 


Andrew P, Smith 
Saudi British Bank 


Introduction 


Takaful bas its origins laid down in the Holy Quean andl the Sunnah. The name wkafid originates 
from the Arabic verb “kafala’, meaning to guarantee. For many, the term sakaful is relatively 
new, however the concept can be traced back many years and it was known to be practised 
by the Muhajirin of Mecea and the Ansar of Medina following the Hijra of the Prophet 
(PBOH) for over 1.400 years. Takaftl is derived from the Arab customary practice of ‘avabivaa 
(ibul solidarity) and diya (compensation or blood money), Many Islamic scholars agree 
that rakafivl, Which is based on the concept of 1aawnn or mutual assistance, is fully consistent 
with Sharia law. 

Takaful is broadly similar to conventional mutual insurance in that it involves a number 
of participants sharing risk on a cooperative basis. In recent years, the takaful market has 
witnessed a dramatic rise in consumer awareness and this has led to » number of different 
lypes of Islamic models, each reflecting # different experience, environment, territory and 
even a different scope of thought 

‘There are four models currently in practice. These are: 


© al mudaraba model 
al wakala model; 
+ a’awunt model; ant 
* non-profit model. 


Bach Shari'a school of jurisprudence has different views on the most suitable sakafid model, 
In practice, al wakula (agency) and al mudaraba (limited partnership) are the two main models 
that have been adopted commercially. Both these models are used extensively in the areas 
Where there is an expanding fukaful market, Avia and the Middle East 


Al mudaraba model 


Under the al mudarabar model, the takuful operator is entitled to an agreed fixed percentage 
‘of any investment profits which will be paid into the policyholder’s (participant's) account. 
Generally these risk-sharing arrangements allow the rakaful operator to share in the favourable 
Investment performance of both the participant's rakafil fund and the participant's investme 
account, However, if there are losses in the participant's special account, the rakaful operator 
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provides an interest-free loan (qadrul hasan) that has to be repaid when the participant's 
special account returns 10 profitability and before any future surplus is distributed. Exhibit 
8.1 illustrates the a mudaraba model for life takaful 

There is still some debate among Shari'a scholars as to whether the sharing of any 
underwriting and reinsurance fee income surplus between the 1akuful operator and policyholders 
participants’) is Shari'a comptiant, Until such time as there is consistent azreement on this 
matter, it is best to avoid distributing insurance fee income: 


Al wakala model 
Under the al wakala model, the polieyholder (participant) places their contriburion inte. a 
pool asa donation (tabarr’) and not a premium. The takaful operator which acts as an agent 
or wakee! of the policyholders (participants) is entitled to a foe that is deducted from the 
contributions made by the policybolder (participant) into the participants special account. 
‘The al wakala model also permits the «akaful operator to levy a fee against the investment 
profits derived from investing the participant's special account, as well as a fund performance 
incentive fee. Significantly, the takaful operator (wakzel) does not share in any underwriting 
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Exhibit 8.2 
Al wakala model for life takaful 
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surplus or profit, which will be distributed exclusively to the policyholders (participants), On 
the maturity of a sakaful life policy or early surrender, the policyholder (participant) receives 
the balance of his uccount. If the policyholder (participant) dies early, the beneficiaries receive 
the balance of his account, plus the sum assured, which is defined at inception 

Consistent with the tonets of Islamic Jaw. all charges. foes and profit-sharing percentages 
‘of both af mudarabo ont af wakula are declared at the outset of the contract and are therefore 
Iranspatent 19 all parties involved 


Ta‘awuni model 


The sa’awuni model originated in Sudan and Saudi Arabia in 1979, when Is} 
recognised the need for cooperative insurance, Ta“awani practices insurance of pure mudaraba, 
where it encourages Islamic Valves such as unity. mutual cooperation and. solidarity, The 
tukaful operator and the policyholder (participant) share the direct investment incomes the 
policyholder (participant) is entitled to 100 per cent of the surplus with no deduction made 
prior to the distribution. The model is applied to life sakaful as the fund is entirely distributed 
{o the policyholders (participants). 


ie scholars 
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Non-profit model 


This model includes social government-owned institutions and programmes operated on 
non-profit basis which utilise a contribution that is 100 per cent donation (tabarru’) from 
Participants who willingly give to less-fortunate members of society. 


Bancassurance and bancatakaful 


‘The real pioneers of bancassurance were the British. with the creation of Barclays Life in 
September 1965, yet bancassurance at the time was not a great success until the concept 
tracted other major banks in Europe. Since then bancassurance has seen tremendous growth 
‘on # global scale. 

The term bancassurance is a French word, where it has long been popular as a form of 
insurance instrument distribution. Bancassurance is a combination of the word “bane” and 
“assurance signifying that the same institution provides both banking and insurance. The 
usage of the word bancassurance has inereased in recent years as banks and insurance companies 
have merged and banks sought to extend their consumer offering w include insurance, ‘This 
has been especially so in the more tiberalised markets of the United States, Europe and more 
recently in parts of Asia and India 

While bancassuirance has grown in stature during recent years, the term bancavakifiu is 
Yet to receive the same profile within the financial services sector. yet its positioning is much 
the same. While bancassurance can be clearly linked Wo conventional hanks and conventional 
Insurance companies, bancatakaful can be similarly linked to Islamic banks and Islamic 
insurance companies. The reason for establishing such a relationship remains the sume ~ 10 
build and develop mutually beneficial streams of revenue, while at the samve time satisfying 
the client target market. 

Reseurch has shown that insurance is an important source of fee income for banks. In 
2004, BNP Paribas Assurance announced € | 4ba in premium income with 29 million people 
insured around the world.' In 2001, more than 50 per cent of the banks in the United States 
earned foe income from ingurance sales that ageregated USS3bn 

In this context, bancarakaful offers an exciting opportunity to both Islamic banks and 
Islamic insurance companies. Many Islamic banks have capital below US$100m and therefore 
they could benefit greatly from the added source of revenue from the sale of takai! insurance 
to their clients, 

Bancassurance has shown strong growth that can be attributed 10 the individual interests 
Within the relationship and the mutwal benefit to all parties. The advantages to the insurance 
company include the following: 


‘+ The insurance company extends its customer base through increased distribution channels, 
It benefits from access to clients previously closed to them, This in itself is a strong 
recommendation for the insurance company 

+ Geographical coverage. The bank can attract clients in a territory where the insurance 
company had litle or no presence. 
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* Demographic reach, The bank clients may form a different age/gender group to the one 
the insurance company has previously courted 

+ ‘The insurance company can vary its own distribution methodology and expand its market 
reach, avoiding dependency on a single channel 

‘+ The insurance company can leverage on the trustworthy name and reputation of the bank, 

+ The insurance company benefits from reduced distribution expenses relative to the cost of 
traditional direct sales distribution. The reduction in expenses has been recognised by 
‘baneassurance institutions and this has carried over into other areas of operations including 
products. As a result in cost reduction the products can be made more affordable to the 
clients, 

‘+ An insurance company is able to establish itself more quickly and more efficiently into 
new markets, using the existing bank distribution network, 


‘There are many advantages also for the banks 


The hank is able to benefit from a new source of revenue and diversification of its existing 
business activities. With increased competition, pressure on costs and a reduction in 
traditional bank revenue, banks need to look for new business opportunities to enhance 
profitability and increase productivity 
+ The financial benefits to a bank's performance can flow in a number of ways, such as 
+ increased income generated in the form of distribution revenue and/or prafits from the 
business: 

+ reduction of the effect of the bank's fixed costs, as they are now spread across the 
insurance relationship; and 

+ opportunity Ww increase productivity of staff as they have the ability to offer a wider 
range af products and services to clients. 

* Hanks are able to offer multiple financial instruments 10 its clients. The odds of losing a 
‘bank's client diminish dramatically when more than one proxluct or service is purchased 
from the bank, Increasing the banks product range increases client loyalty and client 
retention 

# The concept of a one-stop shop for clients maximises the use of the bank network and 
thus increases the profitability of the existing branch network. 

* Client preferences regarding investments are changing. For medium-term and long-term 
investments there is « tend away from deposits and towards insurance financial instruments 
‘and funds where the returns to the client are usually higher 

+ In some geographical territories, insurance financial instruments receive favourable tax 
treatment from their respective governments, and therefore this treatment makes insurance 
financial instruments more attractive to clients. 


There are also advantages te the client: 


* The client enjoys greater access to a wider range of banking and insurance financial 
instruments and services. 
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‘© ‘The client generally will benefit froma lower-priced range of insurance financial instruments 
compared 10 the more costly forms of product distribution 

* The client benefits from a closer relationship with the bank and there is a better synergy 
between the client's need and the solution provided by the hank. 


Observers of bancatakaful suggest that Islamic banks and Islamic insurance companies face 
‘8 number of distinet challenges: 


‘+ the ability to size the volume of business and the complexity of the needs of the clients; 

* the opportunity to rebalance financial instruments and services to more closely reflect the 
changing lifestyle of the clients; 

‘offering financial instruments and services that compete with conventional bancassurance 
markets, which have been previously difficult to enter: 

‘+ moving from a product-driven to consumerdriven product and service offering: and 

‘+ developing banca/akaful distribution channels that deliver service standards at least on a 
par with conventional baneassurance. 


Client satisfaction is the basic aphorism for bancassurance and bancalakaful. Institutions must 
put the client at the very heart of their thinking and development. ‘This means: 


Exhibit 8,3 
Bancassurance and bancatakaful structures 
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+ providing a full range of financial instruments and services through a single distribution 
network: 

+ offering high-quality service and advice through highly trained and developed individuals; 

+ having the ability to meet clients” needs fast and effectively, through the branch, through 
IT systems, telephone support centres, and continuous intemet platforms, and 

'* having customer services equal to if not better than traditional insurance providers. 


Strategic alliances and joint ventures with conventional banks 
and conventional insurance companies 


‘Mach has been written on the issue of Islamic financial institutions forming strategic alliances 
or joint ventures with conventional financial institutions, The issues vary from region to region 
and in some cases among Shari'a scholars, but generally there is much more convergence 
{oday, in tum providing impetus and energy to the Islamic financial services sector 

From an Islamic purist’s perspective, to allow a business relationship between an Islamic 
financial institution and a conventional body could be comidered contrary wo the valued 
principles of many Muslims and Shari'a scholars. Yet, fostering strategic alliances and joint 
Ventures with the right entities will not only accelerate the development of the Istamic financial 
sector but will also bring about an ability 1 formulate and implement new approaches, new 
technologies and specialisation in new financial instruments. This will pave the way for Islamic 
institutions to become more competitive with the conventional banking and financial sector, 
4s well as accelerating innovation and development within the Islamic arena. 

‘The Islamic financial services industry is af the threshold of a new level of development. 
During the last 30 years, the industry has grown by leaps and bounds, from very few Islamic 
Financial institutions (IFIs) to over 200 today, covering more than 48 counteies, Total assets 
Worldwide are estimated to execed US$200bn and are growing at an estimated rate of 12-15 
per cent? 

As the Islamic financial services sector advances, the need for strategic alliances and. 
joint ventures will increase insignificance. IFTs are continually confronted with new challenges 
that need to be addressed. Islamic institutional capacities and capabilities need 10 be 
continuously strengthened, including the key prionties and strategic direction of the 
organisation. Strategic alliances and joint ventures can play an important role in achieving 
this by creating greater synergy. which will reduce barriers to entry as well as bringing about 
Faster access to areas such as Consumer awareness, market penetration, product design and 
custotner service. 

‘There are examples that a number of strategic alliances and joint ventures ate gaining 
favour with both Islamic insurance companies and conventional financial institutions. 

During the first quarter of 2006, Solidarity, a Babrain-based Islamic financial services 
gt0up, announced a joint venture with MAA Assurance in Malaysia. The new company. MAA 
Takaful, hus been established to deliver a wide range of Islamic financial instruments and 
services to the Muslim comunity in Asia. In recent years, Malaysia in particular has witnessed 
4 tremendous upturn in Islamic banking and financial services. The joint venture between 
Solidarity and MAA will allow both parties to mutually benefit in terms of technology, consumer 
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product offering and market distribution. The positive growth of Islamic financial services in 
Asia is not limited to Malaysia, Significantly. other Asia-Pacific countries such as Indonesia 
are also moving towards a preferred Islamic financial services sector. 

Solidarity also announced recently a strategic alliance with Doha Insurance, Qatar to 
establish a new organisation that will be known as Doha Solidarity, The new organisa- 
tion will deliver Shari'a compliant financial instruments to the local Muslim market while 
Doha Insurance will continue to deliver conventional financial instruments. Solidarity ts 
currently planning a number of other strategic alliances and joint ventures with a wide range 
‘of Islamic and conventional financial organisations across the Middle Bast, including banks, 
insurance brokers and other insurance companies. 

‘The United Arab Emirates has also witnessed conventional financial institutions developing 
Islamic solutions for the consumer market, Abw Dhabi Commercial Bank, » conventional 
bank, has recently launched a range of Shari'a compliant financial instruments. including the 
ADCB Meethag Tukaful and Saving Programme, In contrast, Dubai Islamic Bank, established 
in 1975 as the first Islamic Bank in the United Arab Emirates, has been marketing Shari'a- 
compliant financial instruments and services for many years 

In the Kingdom of Saudi Arabia, a joint venture between the Saudi British Bank and the 
international banking group HSBC has witnessed the formation of SAHB Takaful Company, 
This new company will develop a range of family and general rakaful products that are 
designed to be distributed through the banking network offered by SABB and the wider 
distribution opportunities offered by the single largest Muslim community in the Middle East, 

‘Small Islamic financial institutions need to merge to form larger, more competitive business 
units. The industry is dominated by too many small institutions ~ consolidation and convergence 
i required so that the Islamic financial sector can continue tw grow and prosper, The sector 
reeds larger financial firms that can compete successfully and handle larger projects. 

‘The Islamic financial sector is seeing some convergence of regulatory and auditing 
standards, and this needs to continue expanding. The industry has also recognised the need 
for continuing development of stable, well-governed regulatory environments to ensure a 
sound future for the Islamic financial industry 


What can takaful providers learn from conventional 

insurance providers? 

‘The first decade of this millennium has become one of the most dynamic periods in the 
development of the financial sector. Financial structures have become increasingly diversified, 
and there has been increased institutional consolidation, rationalisation and greater international 
integration, Financial infrastructures have evolved with fundamental changes to support this 
transformation. 

‘The challenges of intensified competitive pressures have brought about changes in the 
financial environment; technological advancements, financial reforms and the entry of new 
institutions into the financial sector continue to test market standards. Consumers are increas: 
ingly confronted with a wide range of new and innovative products and services that are 
Uelivered via new and more efficient delivery channels. Financial institutions need to anticipate 
and rapidly respond to these demands and expectations. 
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‘The emergence of new delivery channels such as the internet has significantly altered 
traditional consumer relationships Business can now be conducted seamlessly across market 
types and! territories. Market leaders can capitalise on these developments in providing new 
products and services to increasing consumer demand. 

‘The process of convergence within the conventional financial sector has been shaping 
the global financial industry over the past two decades in a powerful and broad manner. The 
drivers of this convergence are such phenomena as regulation, financial liberalisation, 
technological advances in elaborating and disseminating information, and breakthroughs in 
risk management and in pricing complex financial instruments. These inevitable forces of 
convergence have been an influence across financial institutions and national jurisdictions. 

‘The Islamic financial sector has begun to leverage on the competitive advantage of the 
‘concept of profit and risk sharing. The Islamic financial concept is being more keenly adopted 
in profit and risk venture, Islamic financial services activities. rakafil and Islamic wealth 
management, Providers of Islamic Shari'a compliant financial instruments are comparatively 
new, with the first sakaful company established in Sudan in 1979. Since that time, while the 
|slamic sector has been establishing itself and finding its way, the conventional financial sector 
hus been challenged on many fronts and witnessed convergence in many areas 

To move ahead in what is an increasingly competitive and dynamic insurance sector, 
takaful providers need to understand and react to the challenges that lie ahead. One way 10 
achieve this is to analyse and fully understand the challenges faced by the conventional 
insurance sector, which hax been operational for many more years. Takaful providers will be 
more able to adapt and effectively engage in their strategic planning objectives and shift (0 
‘new paradigm of success 

A recent pan-European survey of 500 CEOs, carried out by a group of international 
management consultants and actuaries, identified theee significant strategic challenges for 
the European insurance scetor.* Distribution effectiveness, changing marketconsumer need, 
ani! information and technology management were established as the main challenges, As a 
result of these findings, 40 per cont of the CEOs surveyed are looking 10 develop altemative 
distribution channels, improving service to their intemal and external clients and implementing 
effective use of technology, 

The European conventional insurance sector is preoccupied with the need to open more 
channels of consumer distribution and is Kooking at ITT 40 solve this issue. Many conventional 
insurance providers are looking at a multi-channel, multi-provider product offer; while only 
fow conventional insurance companies are strategically planning for a specific consumer niche 
market product or service solution 

CEOs in the survey concluded that competent advice and planning will become increasingly 
important ax a way of acquiring and developing consumers and an integrated approach to 
client development will grow at a faster pace. Brand name will continue to be crucial for 
insurance providers and in the consumer's mind it will prove a Vital element in client acquisition 
and client retention, 

‘The internet will become increasingly useful as a channel for information and administration, 
White a significant number of CEOs in the survey felt interest would grow as a distribution 
channel for simple insurance products over time. The internet is still considered by many 10 
tbe unsuitable for the distribution of mose complex and involved financial instrament, 
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It in recognised that in Europe the best-positioned conventional insurance companies 
aare those with a multi-channel distribution approach: Allianz, AXA, and ING are a few of 
the companies which distribute across a broad spectrum of channels and are heavily committed 
in particular to bancassurance. 

In conclusion, more products will be pushed w more consumers through more channels 
tas this is seen as 4 must-have requirement for successful insurance companies to survive and 
prosper 

Hamessing a consumer-centric culture within the financial sector must encompass fair 
and equitable dealings with the consumer to stimulate preater trust and loyalty. Greater attention 
to excellence in consumer service requires continuous investment in systems and employee 
development. Hamessing the technology to deliver a distinctive consumer experience that 
combines convenience and value for money is also an essential part of the process. 

Takaful providers are able to View the market from an informed position, To prosper in 
What is a highly competitive industry sector, rakaful providers will need to offer a full range 
Of products, competitive pricing with comprehensive features and benefits in addition to a wide 
4and varied distribution channel-strategies that inchide direct sales, insurance brokers, banks, 
advertising and the intemet. To differentiate their position in the market, rakafi providers also 
need to leverage on their core Values of sincerity, transparency, mutual cooperation and ethical 
business practices while at the same time challenge and compete with the conventional insurance 
‘providers on equal terms of product offering. pricing. brand repotation and consumer satisfaction 


The evolution of takaful in the Kingdom of Saudi Arabia 


Conventional insurance has been available in Saudi Arabia for more than SO years with the 
concentration mainly within the corporate sector, virtually ignoring insurance provision for 
individuals due to the populathon’s adherence to Islamic beliefs that traditionally have not 
‘encompassed personal insurance. In 1986, the Government of Saudi Arabia approved the first 
‘ational insurance company, Which operated according to the conventional principles of 
‘cooperative insurer. Initially this company provided captive insurance for the Government's 
‘own needs, but With increased awareness of personal insurance and the growing needs of 
the population, the company expanded 10 meet this demand, Yet, there remain a number 
of challenges that companies entering the fakaful market will need to address and overcome 
i insurers in the Kingdom are to maximise and benefit from the opportunities availed by the 
large Muslim population within Saudi Arabia. 
Companies will have to increase the awareness of rakofi! within the Kingdom: 


+ companies will need to develop products to match needs rather than forcing needs to match 
existing products; 

* companies must improve the image of insurance companies: 

+ there must be genuine operations based on Islamic principles; and 

* companies will need to work closely and must lobby for the support of the Saudi Arabian 
Monetary Agency 
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All these are needed to strengthen and stabilise the takaful industry. a status that is achieved 
only when the theory of large numbers comes into play. This is absolutely essential, first to 
‘uphold the principles of the solidarity that is the principle of rakaful and insurance; secondly 
to increase the capacity through reinsurance based on Shari'a principles. Takaful companies 
entering the Kingdom need to approach these problems in the most professional manner to 
provide confidence to the consumer with respect to the genuineness of their products and 
services. Products and operations need to be built on solid insurance grounds and implemented 
according to the Islamic Sharia with particular emphasis on the account and investment of 
the income and outgoings carried out on Islamic principles. 

Market opportunities in Saudi Arabia are sizeable. The question is can these be tured 
into opportunities for takaful growth? There is a nced to seize these opportunities to create 
and fund an attractive future for customers and investors. There is a need to rise 10 the 
challenge of local and international competition by unleashing the creativity and entrepreneurial 
energy of the people who share and believe in the Islamic financial system in general, and 
in sakaful in panicular. 

{In conclusion, the introduction of zakaful into the Saudi Arabian market during the last 
five years is regarded as advancing the principles of cooperative insurance and is becoming 
more widely accepted due to tukaful’s adherence to the tenets of Shari'a law 

In July 2003, the Saudi Arabian Council of Ministers passed legislation opening the 
Kingdom's insurance sector to foreign investment. The new laws extend to the formaion and 
licensing of insurance and reinsurance companies, while placing no restrictions on the foreign 
‘ownership of these companies 

Provisions within the new regulation include corporate governance, disclosure of broker 
commission and investment guidelines, while there are requirements to meet employment 
levels for Saudi citizens and preferences for Saudi reinsurers. Under the new lepistat 
reinsurance within the Kingdom will be curried out through registered joint stock companies, 
‘with the nced for these companies to be formed under the lacs of Saudi Arabia. The composition 
and structure of the companies are also subject to the new rules. The rules include: 


* 30 per cent of the employees of the company must be Saudi Arabian by the end of the 
first year of operation, with the percentage increasing in subsequent years 

* The company board members may not serve on the board of other insurance oF reinsurance 
companies. 

+ The company must establish an audiot commitee, regulatory compliance department and 
claims department 

+ Internal processes to combat money laundering and procedures to wike the appropriate 
actions, 

* Comply with retevent labour laws of the Kingdom as well as reporting, ownership, claims 
processing, solvency margins, policy pricing and language requirements 

+ Companies are required to adopt written investment diversification policies and invest $0 
per cent of their total assets in Saudi Riyals and investment outside the Kingdom must 
not exceed 20 per cent of total investment.” 
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Chapter 9 


Retailing takaful products 


Ajmal Bhatty 
HSBC Amanah 


Introduction 

Retailing applies to direct-writing takafiul companies and covers products sold to individuals, 
groups und companies, both in family takaful and general takaful (life and general insurance), 
Retailing encompasses most of the functionalities of product development, marketing (together 
with sales) and the subsequent management of the business. Retailing any financial product 
vast subject and we can here only scratch the surface in this chapter 

Retailing begins with getting w "know" what the customer wants, and then effectively 
delivering 
savings. This is in respect of financial protection of life and assets, as well as saving for cash 
and/or income to be available when needed, either during one's working life or in retirement, 


ix! servicing the ‘right’ lifecycle products with the relevant need for protection and 


Retailing as part of the business process 


rtinent questions in the retailing proce 


+ Who are the customers and how do we reach out to the! 
‘+ How do we ensure that the concepts are well understood? 


Exhibit 9.1 
Retailing takaful products 


a) | 


Product development 


| 


Source: Avhor's own 
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+ How do we ensure that customers are satisfied? 
* How do we ensure that expectations of all the stakeholders are adequately met? 


Most of the functions illustrated in Exhibit 9.1 ~ designing, pricing. promoting, distributing 
‘nd retaining ~ are similar between conventional insurance companies and rakaful companies, 
but there are subse differences in almost all of these areas 10 ensure the Shari'a authenticity 
of the product. 


Shari'a authenticity 


In most markets, customers do not widely understand swkaful and, where they do, many 
question if what the industry offers is genuinely Shari'a compliant, After the achievements 
since the 1980s and 1990s in building the infrastructure of sakaful, the largest challenge (and 
threat) that we currently face is the lack of Shari'a authenticity in the way we build and 
manage takaful funds and operations and deliver products and services. The delivery of products 
‘and services ina Shari a-authentic way is the most difficult aspect of this, as it means providing 
a practical demonstration of meeting customer perceptions about rakaful. In some markets 
there may be a general perception that rakafu! provided through an Islamic window by a 
conventional provider is less authentic than a fully-fledged sakuful company, even though the 
window may be more authentic due tw its strict adherence to Shara principles, In some 
markets, the challenges come from the regulatory aspects within which fakafu! business hax 
{o operate. The most damning situation is where a 1akaful company operates entirely for 
commercial motives rather than respecting and appreciating the reasons for which the takiful 
system was initially developed. 


Designing 

Designing a product is all about the customer. A product exists to meet the needs and Wants 
of the customer, which accords also with the Shari'a principles of serving the customers 10 
fairness to their needs. The process of product design therefore must focus on customers” 
needs and wants, which are illustrated in Exhibit 9.2 The assessment of “needs follows the 
usual lifecycle approach, matching customer needs at different stages according to the customer 
segmentation of the available market, These needs continuously change not merely because 
the stages in the lifecycle alter, but also because of structural changes related 4 Hifestyles 
and demands, longevity. and other market forces (see Exhibit 9.3), 

Customers” “wants” in the context of rakaful are expressed in terms of the trust consumers 
hold towards the sakaful provider. Customers expeet that the concepts and system of takaful 
offered through sakaful products are built on fairness and that the company”s operations, 
Investments and profits are managed and distributed ethically and in a socially-responsible 
way. These expectations remain constant and the onus is on the sakaful provider to be fully 
aligned at all times with these concepts and beliefs. This is one of the most important 
differentiating factors between a takaful and a conventional product. There is a great deal of 
sensitivity attached to it, in the sense that any weakening o¢ erosion of this trust is likely 10 
have permanent damage to the brand image of the provider. 
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Exhibit 9.2 
A view on the needs and wants of takaful customers 


Takoful customer Tokaful customer 
needs wanes 
oo 
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oe promcncn foimens 
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‘emarket forces 


Source: Auhar's own 


Exhibit 9.3 
Designing and pricing considerations 
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Source: Author's own 


Customer segmentation 

Customer segmentation is vital to understanding a provider's target customers and is.a process 
n be completed only when the company knows its market very well. Customer 

ag both their needs and wants. and should lead to an 

understanding of the likely behaviour and potential protitability of the business, The process 


is not easy and involves consumer research studies of qualitative and 


that 


ation is necessary in cor 


mantitative natures 
ners by age, gender, location, profession, education standards, 


that focus om profiling cu 
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Exhibit 9.4 
Customer segmentation 


porn 


Source: Author's own 


propensity to save or spend. perceptions and awareness of financial products such as tukaful, 
anid the like. The process would analyse revenue generation by different groups af customers, 
fay Well as the costs of establishing and ig relationships with them. Exhibit 9.4 
provides an illustration of the issues to consider in customer segmentation. 


ita 


Pricing 

Shari'a authenticity of a takaful offering is important, but equally so 4s ts competitiveness, 
Customers are likely to know the price of conventional products that are in the market, An 
expensive but very “authentic” rakafil prosuct is unlikely to sell well. On the contrary. many 
‘customers may believe that since the proxtucts are based on Shari'a principles, these ought 
to be cheaper ~ a misconception that needs to be corrected throwgh training and promotional 
campaigns. Pricing experts view the profit-sharing aspects of fakuful wo be something that 
should be built into the margins. This revolves around the finer balance that needs 10 be 
achieved between return on capital and competitiveness. The essence of takaful requires that 
the proxuct should be competitive, non-exploitative and fair to all parties. If the premium is 
the source of surplus then that surplus ought to be shared. ‘The company is paid for its technical 
expertise through management expenses and ‘no claim’ discounts area function of underwriting 
experience. The remainder, after claims and reserves, belongs 1 the remaining fiduciary 
stakeholders (customers and sharcholders), The different ways of apportioning expenses and 
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allowing surplus between takaful customers and shareholders (wakaful, mudarabsa, wag moxels) 
4s outside the scope of this chapter 
Pricing considerations run along the following lines: 


+ manufacturing oF renting (white labeling, where the provider (a distributor such ax a bank 
Cor another takuful company) purchases a fully-supported product from another source, then 
applies its own brand and identity to it, and sells it as its own product, ‘The purchaser 
assumes the seller is selling its own proxtuct); 

+ competitiveness: 

+ cont efficiencies; 

+ market forces (as deseribed im Exhibit 9.3): 

the cost of capital and future trends in investincat returns; 

mortality and morbidity rates: and 

* how realistic are the assumptions (checked against a continuous review of assumptions of 
existing business and stochastic modeling), 


Promoting 

Promoting taka/iul products includes branding. marketing and advertising. Strategies are needed 
to educate customers about the differentiating qualities of sakaful, as well as the proxtuet's 
most important features, The customers need to be persuaded first 19 buy and then be shown 
\ways fo enhance their satisfaction with the purchase 


Consumer awareness and education 


Tahaful is ubowit mutual help between participants of a rakuyfil scheme, which is an extension 
of a seamless social welfare order. Protection through insurance has a great social value for 
Individuals competing in challenging economic environments. This is true for all times, Whether 
We ive lulking of year 2000 before Hijei oF 3000 afer Hijri (start of Islamic calendar, AD 
622), Yel, insurance has remained an unmentionable topic for hundreds of years amongst 
Muslims as it is believed to be haram (prohibited), The introduction of makaful has changed 
that for those whe know of the system, but many der not, When we talk about insurance in 
the form of takaful, it is no longer a taboo as itis a system to which customers can relate and 
it falls in fine with the customers” values and belief 

An important feature of takaful is its ethical nature ~ not just from the religious point of 
View. The takafut system is a fair system for all, and everyone should be able to benefit 
from it 


Distributing 


It “designing” is to do with the way the industry thinks about its customers, then “distribution* 
is the key to unlocking the door to reach them. The route We take needs to be clear and short 
to ensure that there is a feel-zood factor on both sides. Mis-selling, costly processes, and a 
high cost of business acquisition can ruin future prospects of building a durable and profitable 
propenition for customers and shareholders alike. 
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All types of distribution channels are used for uakaful sales, such as 


bbranch network (employed and/or commission-bused agency salesforce); 
diect selling (call centres. internet and telemarketing): 

+ bancassurance or bancalakafiul, and 

+ brokers. 


Agency/broker sales 

Sales through salaried and/or commission-based agencies provides direct control over the 
business generated. Managed and controlled properly, this channel has the greatest value 
addition to the business. For more complex products, agency and broker sales may be the 
best roure. Unfortunately, this route is not easy to manage and Costs can escalate. Mis-selling 
can easily occur if certain income targets are to be met in a week OF a month, imeypective of 
Whether the product has met the customer need. 


Direct selling 


Technology is continuously changing and the way we do things must therefore change with 
it, Customer expectations remain the same, however ~ the desire for better service and value= 
formoney products, Direct selling can be an excellent medium to achieve this, 

Direct selling through the electronic medium may be useful to: 


* increase business volumes, 

+ access customers who are costly or difficult to access through traditional channels; 
+ help reacting to or be proactive in response to competition; ar 

+ gain economies of scale on costs in relation to turnover 


The intemet provides an excellent platform. not only w generate business but also to help 
customers’ understanding about the Jakaful concepts and system, Kaowledge af consumer 
habits in the usage of the internet is important in adopting this route, Tukaful customers are 
increasingly a part of a growing number in the educated Muslim middle class, They create 
the impetus in financial markets through their ability to save and spend. They are becoming 
increasingly aware of the Islamic socko-economic order that can be the basis for a just society 
in accordance with the principles of Islamic Shari'a. Istamie insurance. like Iskamic banking 
offers exactly that .... ethical forms of business dealings, based on principles that wre good 
for society as a whole. 

The electronic medium enables us ty reach out to millions in see 


nds 


+ There were approximately 160 million sessions per month on HSBC websites during 2006, 

+ There were 300 milion internet users in the world in 2000, This grew by more than 3 
times 10 €1,09 billion by the end of 2006 (16.6 per cent penetration of world population 
of 6.6 billion people). 
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Tn adopting an internet selling strategy. fakafil companies nced to know: 


‘+ who are the internet users in their particular market; 

+ what is the best way of reaching them (through their own website or third party portals); 
and 

‘+ what product and service would be most appealing 40 them. 


Internet users tend to have the following characteristics. They are: 


+ above-average eamers; 

+ well informed: 

* price conscious: and 

+ generally like several quotes to compare 


‘The most voluminous internet sales have been in books and CD roms, software and hardware, 
toys und gifts, and travel and on-line stock trading. This ix because these proxlucts have the 
following characteristics: 


+ they are standard products; 
1g detailed explanation is needed: 

* completion of the transaction is quick and simple; and 
+ prices are comparatively low (except for stock trading) 


Do tukaful (insurance) products have such characteristics? Can we devise products and their 
delivery 10 fit these characteristics? 

Exhibit 9.5 illustrates how the suitability of 
Of products 10 the internet user 

The most popular e-takaful products for internet sales are those that are easily explained 
ind understood, such as motor, personal accident (PA), household (buildings and contents), 
travel, MRTTA (mortgage protecting) and term life. These products usually require a minimum 
of advice 

The internet user surts usually in a passive sales medium f websites and portals. The 
provider of goods and services therefore must devise ways of indirectly attracting u steady 
stream of visitors 0 is site, This is not easy With insurance pioxlucty, as insurance is traditionally 
J" rather than “bought 
Takaful companies would normally operate their own websites, but achieving success in 
selling through the internet requires high degree of resoarce and capital commitment, A 
cost-benefit analysis must be caried out and alternative internet solutions must also be 
‘considered such as going through: 


aful proxtucts is dinectly linked to simplicity 


* product portals; 
* internet brokers: and 
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Exhibit 9.5 
‘Sale of takaful products through the internet 


Author's own 


The latter entails targeting one's fakaful products at potential clients by linking them to certain 
themes and events, for example, car loans and sales, real estate sales, or web-based themes 
of "starting college’, ‘career change’, “weddings”. “parenthood” or “retirement 

Branding an e-1akaful product means that the company shold be able to deliver u value 
for-money proposition with utmast ease t0 the customer. The service should be reflective of 
the efficiencies normally associated with the electronic medium ~ that i is fast and simple, 
This involves considerable administration capability and systems capacity to handle the volumes 
that are likely 10 be far greater than those Yo which the company is used through ather means 
of distribution. If the company fails to deliver this, the intemet experiment for the company 
could become w nightmare and the branding could be damaged irreparably 

Consider a successful company that employs a direct salesforce, has 10,000 clients and 
handles 100,000 transactions every month. It decides to go e-sakuful. It spends the required 
amount of money and does all the right things to generate successful internet sales. The result 
is a resounding success generating an additional 100,000 clients in the first quarter requiring 
1,000,000 transactions ti be processed each month. Can it handle this kind of volume of 
transactions and stil deliver quality service? Or should it aim for achieving economies of 
scale in areas it can handle best and outsource the rest by deconstruct 
This way, its ROE can remain intact and even improve 

Insurance protection does not feature in our every-day thought process, even whet We 
know that we need it. Visiting the website of an insurance company is not a regular occurrence 
‘an enticing prospect compared to the need to look for a car, cheap travel or regular 
‘on-line banking. Therefore. tying ¢-rakaful to a popular portal or search engine is a must. 


ng its value chain? 
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‘The end game is to build a brand name that becomes a byword for the company's takafil 
products on the internet. This should result in repeat visits, increasing the chances of turning 
Visits into sales, When the user is online, be or she needs to be engaged in an entertaining 
manner. These visits are windows of opportunity with a timespan of seconds. You need to 
‘grab them and turn them into Jeads and referrals. There must exist compelling reasons for the 
Visitor to buy. but at the same time an exsy-to-complete onfine sales process to close the sale. 

An e-takaful approach for takaful products should be encouraged not only because it 
increases the possibilities of generating more business, but also because the intemet 1s an 
excellent medium to maximise awareness of takaful concepts and products that are still not 
well understood by the masses 

‘Tobrand an effective ¢-takaful prostuct one must understand the basics of internet marketing 
~ knowing your customer and having a gliteh-free technology in your market. One must have 
simple products and an engaging and interesting sales provess. One must ensure quality service 
delivered through secure portals. Finally, it must be a value-for-money proposition for both 
the shareholers ant policyholders alike. 


Bancassurance or bancatakaful 


There are a great many potential customers for takaful products who are bankable customers, 
Insurance, as we know, is a hard sell, and what better alternative platform te approach these 
‘customers from than their own bank. Bancassurance or bancatakafi is a win-win proposition 
for everyone: the customer, the bank, the makaful provider and the regulator. The comparative 
perspectives are as follows 


From the bank's perspective 


+ brand name recognition: 

+ Wrelationship of trust with the customer, which is very important in relation to I 
cont 

+ better customer profiling driven by a lifecycle approach and powerful credit-driven needs; 

* owner of a large proprictary database covering all types of customer segments (retail, small 
and medium-sized enterprises (SME&), corporates, high netsorth individeals (HNWIs), 
trust services, mutual funds, stock broking, credit cards, e-banking); 

+ wider customer access through large branch networks; 

+ helps the bank to sell more of its own product 

funds that otherwise remain with life sakufid providers: and 

+ riskefree income from commissions and fees that is stable and reduces the need for risk 
based capital for the same level of revenue. 


+ enables aecess 


From the perspective of the takuful provider: 
* focused product manofacturing and underwriting: 
+ relevant insurance sales culture (different and more aggressive than the bank); 


* reduces reliance on traditional agency channels: 
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+ gives access to tap into the bank’s huge customer base (HNWIs, und the like, a8 above); 

* build market presence rapidly (in developed markets such as France and Spain around 60 
per cent of new business policies comes through bancassurance}; 

‘+ the cost of distribution is much lower (if the dircet sales cost of distribution is 70 per cent 
to 80 per cent, then a similar cost through bancassurance could be some 30 per cent 10 40 
per cent); and 

+ access 10 established bank systems for collections, payrolls and delivery 


‘The approach also has benefits for customers: 


Large segments of the population in the Jower- and middle-income groups are usually 
pootly served by insurance companies’ sales agents who tend to aim for higher-income 
individuals paying higher premiums to compensate for low-volume productivity. These 
customer segments are therefore better served for rakuful needs through bancassurance; 

= Customers get products more suited to their needs; and 

Some of these cost savings are passed on to the customers, making. the products better 
value for money, 


‘There are several ways in which customers consider When spending money. and many other 
priorities before people begin to think of insurance. Customers tend 10 anly reluctantly allow 
insurance sales agents to talk to them, and tend to visit insurance companies rarely. Yet most 
‘of the population particularly in the West has teen long exposed to banking products, loans, 
mortgages, credit cards, and the like. Customers are therefore on more familiar ground when 
4 bank seeks to provide them with an insurance o rakaful solution while they are at the ATM 
drawing some cash, or when online. The premiuen cun be deducted direetly from the customer's 
account and appear in their bank statement. Both the quantity and quality of takai business 
can improve through bancassurance 


{In 2006, the tukaful scone is painted! with: 


* considerable potential; 
* increasing numbers of takufiul providers 
+ a better range of investments: and 

* a tangible yrowth of sakaful 


The time is therefore ripe for tukaful companies tw» become active in the long-term business, 
yot it is not easy to develop direet sales and build # quality business within a short space of 
time, Distributing tukafid through banks enables this t occur, Bancassurance should be 
particularly attractive for the Aakuyful industry for a number of reasons 


© Most taka/ul companies are elther new or do not have a large agency workforce, It would 
be better for ther to start from u distribution channel that is easier to manage and more 
cost effective (that is, bancassurance). 

* Customers visit banks generally frequently. Customers have been long exposed to banking 
products, loans, mortgages, credit cards, and the like. Going to a bank isa familiar territory 
Tt may seem easier when a bank provides us with an insurance or rakufi solution becwuse 
of convenience. 
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Through bancassurance, fakaful companies can reach out to customers that they may not 
be able to on their awn, with relative ease, Mass marketing is easier provided bancassurance 
products are simple, easily available and inexpensive. For more complex products such 
fas savings, education and retirement, the sales process becomes more involved, requiring 
more disclosure and face-to-face contact with an insurance / rakaful sales person. 


For bancassurance 1 take off in markets where takaful ix in demand, certain prerequisites 
‘are essential, 


+ A conducive regulatory environment allowing banks and takaful companies to form 
distribution alliances, The ultimate beneficiary would be the customer 

+ Stututory takuful supervision in ensuring solvency and long-term durability of takafil 
businesses 

+ Secure and rated rakaful companies, especially in the case of long-term business. This is 
essential to ensure confidence in meeting long-term financial commitments with good service, 
the ability to pay claims and meet customer expectations. Banks have their reputational 
‘isk fo protect and their risk-free income can be damaged if the takai company defaults 
in the long run. 

+ A dedicated staff well trained in rakaful concepts and product features. 


Retaining 

‘There is considerable effort and energy expended on finding new customers. Once they become 
“existing customers’ they are (or should be) considered ax gold dust. The beauty of takafiul 
{or insurance) products is that a great deal of cross-sell and up-sell can take place from one 
sale. A motor customer can buy travel, personal accident, houschold, mortgage protection, 
investment-tinked savings, an education plan, of a retirement plan. A similar cross-sell between 
takaful and bank products can generate huge amounts of additional business and sourees of 
revenue, 

To make this possible, business analysts should continuously build and update customer 
profiling, and the IT system showkd enable easy and fast access to it, This should help provide 
a clear view of customer preferences and behaviour, The key is ready and fast access. Other 
aircas that help to retain business are taining, maintaining high standards of service, and 
‘ensuring that best practices are property understood and implemented. A feature that ix unique 
10 multinational companies is the portability of products to different locations that help to 
continue with premium payments and receipt of benefits as and when they fall due 

‘Training is also an important aspect. Takaftl companics need te achieve a good balance 
between insurance expertise and rakaful know-how. The natural source for this talent is the 
insurance industry itself, but there must be a precise understanding of how the insurance 
expertise and knowledge is applied within the boundaries of takaful rules and processes, The 
technical aspects can be handled easily. It is the practical aspects of Shari'a authenticity that 
remain exposed. Experience shows that it is more often the latter aspect that is more difficult 
for tkaful operators to manage. This danger is heightened at the time of writing (2006) as 
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the speed of development of takaful has never been greater. This hive of activity, where new 
‘companies and windows are mushrooming at great speed, has the potential of building taka 
rules and processes with a bias towards insurance rather than takaful. The industry may succeed 
in attracting a lot of business for a few years, but ifits systems are shortcuts and compromises 
‘on aspects of Shari'a principles, this will soon enough become apparent and the business may 
‘wither away with dire consequences for the shareholders and the industry alike 


The role of the international banks 


The international banks can play an important role in boosting the growth of rakuful through 
reaching out to the customer, either as an effective channel of distribution or directly in 
‘manufacturing and distributing. In some caves, the banks may be reluctant to white label thind 
party products as this may carry reputational risk ifthe sakaful provider is small, with a limited 
product range, unrated security, or inadequate resourcing. Multinational sakaful companies do 
‘not currently exist, and of the few large sakafd companies, most are still local or regional, 
International banks can open up a great many avenues, as there are dimensions that are reached 
only when institutions go big and are able to benefit from economies of scale, These dimensions 
are as follows 


1. Beonomies of scale 
* International banks have a wealth of resource in talent, skill sets and technology. This 
provides help and support as and when needed at regional and local levels, resulting in 

4 small number of regional back offices serving a great number of local businesses. 

* Scale allows better standardisation of processes and services in building and maintaining 
high quality. This includes efficient call centres, e-business and cosbetfective delivery 
channels 

+ Multi-goography presence facilitates the portability of benetits as customers move from 
fone country ti another. 

+ Bost practices are exportable from one market tw another with relative eave, providing 
first mover advantage over the competition. This can also result in entry barriers for the 
competition, 

The game of large numbers is play 
under management. This can result in more direct management and greater savings on 
volumes 


better, both in terms of business volumes and funds 


2, Consumer Confidence 
‘© Established processes and systems, a trained work force and well-capitalised operations 
provide the basis for secure, durable and well-rated operations. This is essential to give 
confidence to regulators and customers, especially in the cave of kong-term business. 


Currently there is only one international bank (HSBC) with ownership of fully-fledged rakaful 
companies and windows providing customers with quality service and business durability in 
a manner that becomes a good value proposition for them 
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Conclusion 


In retailing rakaful, the message must be clear that rake has to do with fulfilling the perceptions 
of customers looking for Islamic solutions. Insurance is interesting to tem when they sce it 
through the filters of takafil, as it provides an ethical and fair system. This is especially s0 
insurance such as family rakaful, These perceptions of an ethical and 
he Muslim customer, as these are built around the idea that 
What is good for individuals is good for the community and for society at large A universal 
recognition of this fact leads to credible institutions that provide consumer confidence and 
in which we live, wherever on the globe that may be 
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Chapter 10 
Marketing financial services 


Bassel Hanbali 
Solidarity 


Introduction 


Islamic financial services, mainly takafut (Islamic insurance), is being recognised by the world’s 
financial industry for its market-driven initiatives, credibility and strategic growth, There is 
a great awareness of the need for insurance combined with religious and cultural resistance 
towards conventional insurance, that makes fakafil the preferred insurance option. Some 
takaful markets are more developed than others. however in general, the development of this 
expanding and unique Islamic system of insurance and assurance offers over one billion 
Mustims the opportunity tw help plan for their financial future 

As defined by Sharia scholars, the principle of taka/ul is w provide protection to those 
Individuals who need it most, a principle in line with the fundamental tenets of Islam, The 
concept is built on the principles of compensation and shared responsibilities among the 
‘community to provide quality of life forall, and to uphold the dignity of individuals, families 
‘and society in general 

To take advantage of this positive climate, takaful providers need to approach the market 
in the most professional manner. They need cake with the public, end-users and 
institutions both governmental and! commercial, to deliver a common message which is that 
"individuals need to personally plan for and manage their financial destinies utilising methoxls 
that comply with the principles of the Shari 

The takuful proclucts supplied, the distribution channels employed and the Shari“a rules 
and Jegal regulations that mwst be ad wst he communicated and understood by 
everyone in the rakaful chain. If tnancial professionals de not employ the 
munication tools and work together, they will not be able to prostuce U 
benefits that they seek. 

Designing innovative and competitive prealucts alone is mot the answer. Manufacturers 
and distributors of these products must remember that “financial products, especially insurance, 
are solid and not bought’, This means that they have to communicate the right message to 
educate the market and help in providing individual client awareness of the critical need for 
individual financial planning. 


social and economic 


An overview of financial services marketing 


The flourishing of financial services marketing has presented a new challenge to most business 
organisations distributing Islamic products. especially financial services institutions. The 
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challenge is not only how to catch up with the rapid pace of marketing evolution, but more 
importantly, how to strategically use it to communicate within a competitive financial 
‘environment where everybody has equal opportunities 

‘Marketing enables financial services institutions to stand out of the crowd of competition 
‘on the global network by sharing their distinctive advantages. However, there are remarkably 
few publications on the effective and efficient use of marketing and its inluence on financial 
services products” sales volume. This chapter examines the needs and means by which takaful 
providers can utilise marketing strategies to identify the step-by-step development of a unified 
communication theme. 


Consumer behaviour 

‘The development of takaful from the early 1970s has attracted a growing interest in the 
financial services industry as it brings fundamental changes the way of doing business and 
sets new standards for future insurance and assurance operations. 

Tukaful, either family (life) oF general (now-ife), has received a great deal of attention 
from financial professionals, especially for offering an additional product line or extension 
tw a wide target market. Many financial services firms have set up a company. branch, or 
window that provides Shari'a compliant products. Organisations are rushing to design 

nnovative and competitive products, building solid operational infrastructure and signing 
strategic alliances. They are quickly moving to begin operations, postponing studying the 
‘effect of their new offerings on the targeted market. Marketers with appropriate marketing 
direction play a major role and can have a remarkable impact on the taunch, growth, and 
development of rakaful prextucts. They can capitalise on the abundant opportunities of their 
offerings and gain substantial competitive advantage by creating a positive customer attitude. 
Therefore, implementing a coherent marketing approach should include researching and 


Exhibit 10.0 
Takaful customer decision-making types 


Capen prosict 
Inherent purchate \ 

"nt Nigh cuenoner imvoivemers , 

“ Farelonprosichs 1 Undoniir prod / 
ne ira voor, on ought * tamara tna, Anatth, ond ought / 


/ asec 


Source: Author's own 


M4 


Marketing financial services 


understanding of customer needs and expectations to broaden and deepen the customer Buse 
and retain individuals as customers. Studying consumer decision-making types (see Exhibit 
10,1) and the fevel of their involvement helps understand their buying behaviour, which in 
tum leads to an effective and efficient formulation of marketing strategies and tactics. 

IC is crucial to identify the customer-involvement process as itis one of the most relevant 
influences in the buying behaviour. It refers to a customer’s degree of interest while searchin 
for a product or service. Consumers interested in takaful products, especially family takafil, 
are highly involved as they search for more information (external and internal) through ifferent 
criteria before they make any decision. They act to minimise the risks and to maximise the 
benefits obtained from purchase and use 

In fact, when high-involvement decision-making is present, buyers perceive a high level 
of risk and are concemed about the intended purchase. 

After studying the type of raaful customer decisionmaking types and their level of 
Involvement, it is important to understand the nature of their buying behaviour, The latter 


Exhibit 10.2 
Takaful customer-involvement process 
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Exhibit 10.3 
Takaful customer buying process: 
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involves identifying and understanding the needs and motivations of existing clients and 
potential customers, as well as how they en about making buying decisions (see Exhibit 10.3), 

‘The model of a takaful customer buying process is based on the assumption that takafil 
‘buyers will pass through a cognitive, effective and behavioural stage. Exhibit 10.4 examines 


Exhibit 10.4 
Traditional consumer buying behaviour model 
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the traditional consumer buying behaviour mode! in a simplified version which breaks down 
the process into three stages. 

In fact, recent economic, social and technological trends have bad an impact on customers” 
demand for financial services products, Such trends indicate the importance of getting to 


know the consumer and understanding what influences purchase decisions. In order to 
tunderstand what purchase motivations rakaful customers require, marketers within financial 
institutions have to identify the relationship between their products and the needs within the 
targeted groups, especially focusing on the buying behaviour, involvement level and type of 
decision-making. 

In addition to customers’ buying behaviour, the marketing department is responsible for 
luansferring the picture of the competitive environment including internal factors (strengths 
and Weaknesses) and extemal factors (opportunities snd threats). Exhibits 10.5 und 10,6 illustrate 
this. The reason for such analysis is that it will support the management to link the overall 
business scope and the marketing direction applied to achieve corporate goals, 


Exhibit 10.5 
An external analysis of the competitive environment 
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Enhibie 10.6 
An internal analysis of the competitive environment 
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Other auditing wols can be implemented by sakaful companies to provide maximum 
information and analysis on the existing situation. This in turn will help identify the firm's 
marketing direction, Auditing tools include: value chain analysix; takaful product lifecycle; 
experience cure; gap analysis: and SWOT analysis. 


Marketing strategy 
Exhibit 10,7 represents the fakaful provider's market dircetion by identifying the source of 
its competitive edge acconting to its targeted segment 

When designing the rakafi firm's scope of business. management teams within rakaful 
‘companies have to identify their communication approsch in the market. For instance, if they 
are looking to achieve superior performance of their services. quality. or technology, then 
their communication choice should be based upon applying a differentiation focus marketing 
strategy, On the other hand, if top management within the rakaful firm ix aiming to achieve 
the lowest costs, to provide cost-effective takaful products priced lower than competitors, 
then their communication choice should be directed towards a cost-leadership focused 
marketing strategy aimed at winning a large market share within the targeted market 

Whatever the basiness scope of the sakuful provider, management should focus on one 
oF more narrow market segments, get to know these sepments intimately, and pursue the 
relevant communication strategy referred to above. It is very important to link the size of the 
urgeted group with the selected strategy, and that is why Exhibit 10.7 differentiates between 
Islamic financial services providers and takafil providers. 

Being in their relative infancy. takuful providers in general find it difficult to identify the 
ting direction of their name/brand and offerings. Exhibit 108 illustrates an inconsistent 


Exhibit 10.7 
Takaful marketing strategies 
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Exhibit 10,8 
Inconsistent marketing directions 
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marketing direction. for rakuful providers, where they are not able to position themselves in 
this dynamic financial marketplace 
The sohution to the inconsistent marketing direction strategy is through identifying 


* the firm's scope of business and what tactics they would like to choose (defending their 
existing market position: attacking market leaders; duplicating existing offers; or focusing 
ona niche market within the targeted group); and 

* the productmarket tactics aimed at comparing different options that enable them to grow 
(penetrating existing markets with the same offerings: developing new markets by providing 
the same offerings: developing new offerings for existing markets; or diversifying itself 
by entering new markets with new offerings). Strategic alliances, expecially in the rakaful 

ndustry, play a major role in supporting the mkaful provider while choosing the right 

option, 


Marketing mix (tools) 

aful providers must decide on how miich they would like uy adapt their business scope 
Indifferent markets while targeting different group segments. In the financial yervices industry, 
providers need to decide whether to implement a standardised business direction which leads, 
In many cases to the application of a standardised communication flow. Other providers, 
mainly those offering Islamic (rakaful) products, should build their business scope on the fact 
that they adapt their offerings to mach individual and market needs. Hence, their com. 
‘munication flow should match the religiows/cultural boundaries of each market 
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Exhibit 10.9 

Marketing strategy and marketing mix 
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Marketing communications 


Marketing communications for fakuful products represent the design and distribution of 
Information about different takaful offerings to satisty different customers’ needs. With the 
developments of marketing communications management, the nancial services provider is 
‘entering an era of direct information flow with the target markets where they are cresting 
messages and utilising media to attract customers and reinforce prxtuct education, 

The department responsible for marketing Islamic financial proxtucts, especially Islamic 

insurance and assurance. should understand the role that marketing comrnunications play in 
positioning its offerings in the minds of customers. Furthermore, it has to form the link 
between the selected marketing communications strategy and the customer-buying behaviour 
process discussed above, 
Marketing communications facilitate exchange between individuals, groups or other 
inisations. At a basic level, marketing communications can inform and make potential 
customers aware of lakafil offerings. and persuade current and potential customers af the 
desirability of entering into an exchange relationship. Finally, marketing communications can 
act as differentiator, particularly im the financial services industry. where there is little to 
i2uish between competing offerings. This is illustrates! in Exhibit 10.10. 

The objectives of marketing communications are derived from understanding the overall 
context of the Core business of the eakaful firm, I fact, there ane three main streams. of 
aabjectives that takaful providers should identify 


* issues related to the tangs 


ed group and naka! products offered 
+ iswwes related to market share, sales volume, profitability and revenue; and 
nd 10 the image, reputation, and preferences of the sakuful provider. 


nts the flow of objectives while formulating the marketing communications 
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Exhibit 10.10 
The role of marketing communications 
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Exhibit 10.01 
Marketing communications’ objectives 
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‘The marketing communications brief. which is derived from the accurate tarket analy sis 
of the sakaful provider, specifies sales and customer-related objectives ax the following: 


istomers know who the provider iy and what are the 


* create awareness by 
tukafil offers provided: 

= educate and inform the marker 
fof each product in particular 

+ Increase the rate of purchase of ex 

* Increase market share by targeting and attract 

+ improve brand and product recognition and acceptance; and 

* create an atmosphere favourable for future sales through relationship building 


ring that 


about the impertance of akufil in gen 
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When setting the marketing communications” objectives, marketers need to draft specific, 
measurable, achievable, realistic, targeted and timed objectives. The pr 
objectives ‘SMART requires management to consider exactly what is to be achieved, when, 


where, and with which audience (see Exhibit 10.12), 


ss of making these 
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Exhibit 10.12 
‘SMART objectives 
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When implementing marketing communications, a takaful provider attempts to create 
and sustain a dialogue with its various constituencies. In other words, takaful providers have 
to know the needs and wants of their target market, and the target market has to understand 
the offerings of the takaful provider. Exhibit 10,13 illustrates the basic model of the com 
munication process, 

‘The mode! in Exhibit 10.13 presents the transmission of information, ideas, attitudes, or 
emotions from the fakaful provider 10 the customer interested in rakaful offerings, 
‘or existing customers interested in another product type. The takaful provider represents the 
sourve/sender that has to understand which target audience to reach and what response it 
‘wants. Therefore, the source has to transmit the message through effective and efficient medium, 
such as advertising oF public relations, that will reach the customer or potential customer 
(technically named as receiver) and create a feedback channel to monitor the receiver's response 
{0 this message 


Exhibit 10.13 
A basic model of the communication process 
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The marketing communications strategy 


‘The marketing communications strategy is the combination of activities that concems the 
‘overall direction of the takaful provider in relation to its customers and potential customers 
Takaful providers should always revisit the wakaful customer's buying behaviour to be able 
to identify the appropriate effective and efficient communications direction, Exhibit 10,14 
presents the three different communications strategies. 

Takaful providers, depending on their business scope, should have always a strates 
balance when selecting and/or applying the communications direction. 


Exhibit 10.14 
Three communications strategies 
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Marketing communications mix (tools) 
Ax the above discussion has illustrated, takafil providers have to transmit the message through 
un effective and efficient medium to influence the purchase behaviour of customers. There are 
several types of methods that can be wsed 1 communicate with individuals, groups and/or 
onganisations. Each hay its own characteristics and costs depending on the objectives vet and 
current market analysis. 

There are six marketing communications tools that can be used in different combi 
and to different degrees of intensity, in order to match the products offered with the current 
market situation, targeted audience and objectives: 


+ advertising; 
+ sales promotion: 

+ public relations: 

+ sponsorship: 

‘= direct marketing; and 
+ personal selling 
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Exhibit 10.15 
The qualities of advertising 
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Advertising plays a major role in influencing audiences by creating cusomer awareness, 
informing a reminding customers of an existing takafil offer through illustrating its benefits 
in comparison with those of competitors. Exhibit 10.15 illustrates the qualities of advertising. 

The main objective of sales promotion is to prompt buyers interested in fakeyful products 
into action through providing additional value. This tool 1s used fo reach new eu 
reward behaviour, increase customer retention and add value, Takiful providers benefit from 
the use of this (ool by building a bridge between the customer's purchase decision and the 
‘entity of the rakuful product. Exhibit 10.16 illustrates some of the benefits that can Ive drawn 
‘out through the sales promotion of a family takaful education plan. 


ners, 


Exhibit 10.16 
‘Sales promotional benefits of a family takaful plan 
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Public relations plays the role of spreading information and improving levels of knowledge 
that prospective customers hold about rakaful as a concept, and about takaful products as a 
means to satisfy furure financial needs. Public relations is a management activity used to 
shape the position of a rakaful provider and its offerings in the mindset of its stakeholders 
Public relations’ methods and techniques include: 


+ lobbying: 

* comporate advertising: 
crisis management; and 
investor relations. 


Sponsorship builds an association between the image of the kaful provider and the event 
being sponsored. Sponsorship is a supporting tool for the other communications mix that aims 
tw reinforce the takaful provider and the product offer's image. Events which may be considered 
relevant to sponsorship for a takaful provider are 


© sporting eve 
© charity evems: 
© amt events; 

* educational events; and 

* professional and industry-oriented events. 


Direct marketing is the means by which the takuful provider can sustain, oF sometimes ereate, 
peronal communications with existing clients, potential clients and other stakeholders. Direct 
marketing is 


+ complementary to other communications tools: 
the primary means to differentiate oneself from competitors” offerings: 

‘+ an informative took; and 

* a brand vehicle ~ building the brand name of the rakaful provider of rakaful product 


Personal selling allows the takuful provider to adapt its image and its offerings immediately, 
to meet customers’ oF prospective customers’ requirements. This tool has a stmag potency 
in the financial services industry. especially when communicating a complex product such as 
4 savings and investment family twhaful proxtuct with saknful protection benefits, Personal 
selling has special characteristics that make it more effective, but not more efficient, than 
other tools in the marketing communications mix. Personal selling is a major element of the 
marketing communications mix in the takuful industry when 


* there are a specific number of customers with special needs: 

+ ahigh level of information is required by customers and potential customers; 

* there are high levels of involvement and the purchase of the product is of significant 
importance: 

‘+ a-number of post-purchase actions are required; 
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+ there is w great deal of product complexity: 

‘there is a focus on channel networks as a distribution strategy (bancatakaful, agents, brokers, 
for example); and 

* there is a flexibile pricing policy determined in accordance with the needs of individual 
businesses or customers 


Models of marketing communications 


Takaful providers, expecially in the current favourable atmosphere where there is a need for 
Islamic financial solutions, shoult interact with potential customers about the concept of rakuaful 
‘and the prlucts available using modern and more complex methods of communication, In 
the past, financial services institutions tended t use a passive, one-to-many communications 
model. Due to advances in marketing and communications. financial services institutions are 
now competing 10 facilitate an interactive communications flow. In fact, the development in 
‘marketing communications, combined with the need to achieve superior performance, reinforced 
takafid providers to apply one-to-one communications methods for effective and efficient 
interactions. 

Exhibits 10.17, 10.18 and 10.19 represent the three main communications models applied 
in the financial services industry 

Exhibit 10.17 stiggests the mass media communications process has no interaction between 
the sakaful provider and customers or potential customers. Takaful providers can use 
communications tools to generate awareness about the firm or the offers utilising static media 
such as text, image and graphics. anor dynamic ones such as audio, full-motion video and 
animation. 

Exhibit 10.18 presents a simplified. one-to-one model of interpersonal communications 
The arrows indicate the message flow fram the sakaful provider, through a communications 
medium, to two potential customer where dialogue takes place. This dialogue incorporates a 
fcedhack view of interactivity between the sender and receiver, The one-to-one model represents 
given series of communications exchange that help the sakaful providers to meet expectations. 

‘While Exhibit 10.18 shows one-to-one communications between the akaful provider and 
Wo potential customers interested in takaful products, the model can easily be extended 10 
Topresent_ many-to-many interpersonal communications. Interactivity is the key feature 


Exhibit 10.17 
Mass media one-to-many communications process 
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Exhibit 10.18 
Interpersonal, one-to-one communications process 
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distinguishing the one-to-one communications process from the one-to-many. ‘The medium 
used is important only ax 4 conduit, as a means of connecting the rakaful provider with 
potential customers. Exhibit 10.19 represents an effective communications process which 
provides interactions in a form of many-to-many 

‘The moxle! in Exhibit 10.19 differs from the interpersonal one-to-one communication 
‘mode! in that interactivity can also be ‘with’ the medium (machine interactivity, for example 
a television) and “through” the medium (human interactivity). 

Takapul providers have to draw a structured matrix to compare different cormmunications 
models, Due to the rapid changes influencing the financial services industry, competition is 
now taking place over a wider product range and forces such as Sharr'a regulations, customer 
sophistication and technological developments have contributed te a more turbulent environ: 
ment, These are reinforcing the need for takaful providers to follow the rapid growth in 
marketing communications. 


Exhibit 10.19 


‘A'many-to-many' communications process 
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Implementation 


‘The development of marketing and communication methods has attracted a growing interest 
from the financial services industry, especially takaful providers. This tias been based on the 
fundamental changes affecting the way of doing business and setting new standards for 
financial services applications especially when promoting tuhuful products. Financial services 
organisations which offer products that comply with the guiding principles of Islamie Sharia 
are rushing to develop innovative and competitive tslamic products, build strategic alliances, 
‘segment and reach customers based on their individual needs, interactively and on demand. 

‘The appropriate exploitation of new marketing methods offers unique research opportunities 
when evaluating the basic structure and design of takaful products in comparison with other 
financial services proxtucts. Effective and efficient marketing within a specific market facilitates 
A communications flow with customers and provides a large database of the needs ancl 
expectations of clients. This, in turn, builds the infrastructure for the development of takafil 
products. 

Taku ful providers need to understand the customer's buying behaviour andl their acceptance 
‘of Islamic insurance as an altemative to conventional insurance, Based on the discussion 
above, itis clear that marketing methods affect several stages of the buying process, Given 
the unique system of Islamic axsurance and assurance, customers or potential customers need 
to obtain information about the concept of rakafu and products offered to evaluate and Wentify 
these differences. The process of marketing conventional financial services offers 
@ working example for marketing Islamic financial services. including sakaful products, ‘The 
result of such offers significant dynamic potential for growth and development within the 
takaful industry 

Marketing Islamic financial products represents a funclamentally different challenge from 
‘marketing conventional ones. Modem marketing approaches, the many-to-many communica~ 
tions model, illustrate that there has been a paradigm shift in marketing processes which are 
applicable to any product offerings. Marketing professionals within rakufiul companies must 
‘consider carefully the ways in which marketing communications modely may be adapted and 
reconstructed for the interactive, many-to-many, medium. Under this new communications 
move!, customens interested in insurance products actively choose whether oF NOL Lo approach 
Islamic financial services firms rather than conventional ones 

The impact of marketing on fakofil providers is remarkable, with the aly constants 
boing its phenomenal growth, development, adoption and acceptance, Marketers, in time, can 
capitalise on the abundant opportunities of marketing management, and gain a substantial 
competitive advantage. They are now moving to adopt the revolutionary new media in which 
marketing communications is effective and efficient in providing greater customer awareness 
about the need for taknful 
hibit 10.20 provides a model for an integrated marketing plan for saknful providers 


r 
This forms the basis for the discussion in much of the remainder of this chapter, as to how 


this structure can be applied to marketing a specific takiful product. 
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Executive Summary 


The Schedule 
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An example of a three-year integrated marketing plan 


|. Executive summary 


‘The executive summary should illustrate the corporate direction of the rakaful provider and 
the role played by the marketing department 


Contextual analysis 


External analysis 
a Industry analysis 
by Market analysis 
1. Takaful philosophy. 
ii, Grand Counsel of Islamic scholars, Majma al-Figh. in Makkah, Saudi Arabia. 
iii, Market need/customer wantsicooperation and rnutual help, and declared its compliance 
with the Shari'a 
6 Competitor analysis (takaful and conventional insurance companies). 
4. Product (family (life) and general (non-life) rakaful products) 
©. Customer analysis, 
Internal analysis: Strengths, weaknesses. opportunities and threats 


Ill. Objectives 


Corporate objectives 

Marketing objectives 

& Generate/increase the overall market share (enlarge and enter new target markets), annually 

'b, Support in increasing the overall sales revenue annually 

, Support in increasing the overall sales volume. 

4, Support the current network channel and expand it based on customer and market 
requirements, 

¢, Establish a developed marketing-information system. 

Marketing communications objectives 

4 Generate/increase overall brand awareness by ensuring that customers know the takaful 
provider. annually 

b, Generate/inerease overall products and services awareness by ensuring that consumers 
know what are the offers provided, occasionally 

©. Maintain brand attitudevequity for the targeted audience, continually 

4, Educate and inform the market about the concept of iakafil and the firm's offering, 
occasionally 

Jincrease market share. annually 


joneralc/inercase customer interaction with the ftuhaful provider and its offerings, 
‘ovensionally 
. Create an atmosphere favourable for future sales through relationship building, continually 
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h, Move the takaful provider forward by funher penetrating the turgeted segments, 
strengthening brand loyalty and refining awareness, recognition and attractiveness 
of the product, continually 


IV. Strategy 


|. Marketing Strategy 

‘The fakaful provider should focus on one oF more narrow market segments within the 

targeted market, Management must get to know these segments intimately and purse 

differentiation within the target segment, 

Marketing strategies must remain consistent with the company's mission 

* Building on its significant brand-name recognition, the rakuful provider should continue 
10 emphasise serving the community through offering taknfil solutions, 

* The 1akaful provider should communicate unique business approaches via different 
mediums denigned to differentiate within the targeted groups, highlighting its commitment 
to operating in full accordance with the principles of the Shari'a and providing a full 
range of takaful offerings to the highest degree of service possible 

Exhibit 10.21 describes a focus differentiation marketing strategy 1 achieve superior 

performance in an important customer benefit area valued by a narrow segment in a large 

‘part of the market through supplying superior takafil products. 

2. Marketing Communications Strategy 
The takaful provider's marketing communications strategy is based on achieving marketing 
tions objectives that have been derived from the customer market. With respect 
to the corporate business plan and the nature of the industry and its products, the takujul 


‘communi 


Exhibit 10.21 
Focus differentiation marketing strategy 


ows rigs 

=the 

Lae A FE 
a 

Oval 
speche Ditlerentiaton 
ole art 
rage trye - 

Brood Focus cow 
very cox 


Source: Author's own 


Islamic Insurance: Trends, Opportunities and the Future of Takaful 


provider has to formulate marketing communications strategies to communicate with its 

target market the end user and channel network. Applying the following strategies effectively 

‘and efficiently will result in achieving these objectives 

8. Pull strategy. Messages are ditected Wo the fakaful provider's end-users, aiming to generate 
increased levels of awareness, change andlor reinforce attitudes, reduce risk, encourage 
involvement, and ultimately successfully encourage customer adoption (see Exhibit 
10.22). 

b. Push strategy. Messages are directed through trade channels with the aim of presenting 

nformation that encourages them to take action on behalf of the nuke! provider through 
allocating resources and becoming fully aware of the key attributes and benefits associated 
with each rakaful offer with a view of adding value prior to further channel transactions 
(see Exhibit 10.23), 

©. Profile strategy. The awareness, perception and attitudes held by stakeholders need to 
be understood, shaped and acted upon. This can be accomplished though continual 
dialogue, which will lead to the development of trust and commitment and enable relations 
Jo grow (see Exhibit 10.24) 


Exhibit 10.22 
Pull strategy 
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Exhibit 10.23 
Push strategy 
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Exhibit 10.24 


Profile strategy 
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V. Mix (tools) 


Exhibit 10.25 illustrates the integration of push, pull 
communications mix for a fakaful provider 

Advertisements, web pages and product descriptions are required for each of the steps 
in the marketing communications process. What follows are some examples of the marketing 
tools required 


nd profile strategies Within # marketin, 


Exhibit 10.25 
Marketing communications mix 
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4, Personal selling (direct salesforce/financial advisors and/or distribution 

channels) 

‘© Sales kit for the direct salesforce/financial advisors (introductory professional presentation, 
either soft or hard copies). 

+ Sales aid for the direct salesforce/financial advisors and distribution channels (cost-of 
delay flyer, investment bulletin and the like). 

+ Personal financial review for the direet salesforce/financial advisors (fact-finding document). 

* Brochures for the direct salesforce/financial advisors (single branding for the takaful 
provider), 

* Brochures for distribution channels (dual branding for the takaful provider and the 
distribution channel), 


b. Advertising (direct salesforee/financial advisors and/or 

distribution channel) 

+ Announcements of partnershipidistribution agreement 

+ Product Taunch press advertisement (dual branding for the tahuful provider and the 
distribution channel), 

+ Product launch press advertisement (single branding for the sakiful provider) 

+ Outdoor advertising 


©. Sponsorship (akaful provider/distribution channel) 
+ General activities (sports, charity, soeial, religious and the fike) 
* Business activities (conferences, forums, workshops for businesses and the public). 


4, Direct marketing (direct salesforce/financial advisors and/or 

distribution channels) 

* Informative flyers (dual branding for the sakaful provider and the distribution channel) 

* Information flyers (single branding for the rakaful provider), 

+ Lead. generation (marketing activities to gather mass da 
filtering. by the direct salesforce/financial advisors), 

+ Teasing campaign, 


wwe Which will be used, after 


. Public relations (Jakaful provider/distribution channel) 
= Pross releases 

Interviews with key decision-makers wit 
ences 

» for the public w spread awareness about the concept of fakafiul and the takaful 


the tukaful provider 
= Press conf 


f, Sales Promotion (takaful provider/distribution channel) 
© Special offers 

= Cross sell 
= Discounts 
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VI. The schedulle/budget 


Exhibit 10.26 
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Sponsorship 
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Divect marketing 


Vil, Control and evaluation 


1, Control 
Annual plan control 
Sales analysis. 
‘+ Market share analysis, 
+ Market expense-torsales analysis, 
* Financial analysis, 


Efficiency control 
Marketing mix efficiency 
+ Marketing communications mix efficiency 


Strategic control 
* The marketing effectiveness review 
‘+ The marketing audit 
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2. Rvaluation 

Auditing tools 

jn analysis 

ng ways of creating more customer value 
+ Analysing a sakaful company"s capabilities. 

'b) Business/proxtuct lifecycle 

©) Diffusion of innovation 

4d) Portfolio analysis 

Boston Consulting Group (BCG) (positioning) 

General Electric Matrix (GE) (positioning) 

Experience curve (cost management) 

Profit impact of marketing strategy. 

Gap analysis (cost management). 


VIII. Marketing research 


Primary data collection 
2) Qualitative data: exploration (direct: group and in-depth interviews) and survey 
}) Quantitative data: description, cause and effect. 


Conclusion 


Marketing management is regarded as one of the fastest-growing and most influential factors 
in the development of rakaful. Financial services in general have undergone # period of rapid 
change during the last thirty years especially with greater competition taking place over a 
wider product range. Communications in the financial services industry. on the other hand, 
experienced a rapid growth, particularly in Islamic offerings, mainly because of its infancy, 
‘complexity and the high competition rate caused by mergers and takeovers, 

Recent economic, social and techoological trends have had an impact on the demand for 
financial solutions combined with religious and cultural resistance towards conventional 
offerings. The result of such trends prompted rakaful providers to manufactute their offerings 
based on getting to know the customer and understanding what influences his or her decision 
10 purchase sakuful products. In order to understand the nceds and motivations of takiful 
‘customers, financial services institutions have to identify the relationship between the raka/iul 
product offered and the aceds of customers; especially by focusing on the buying behaviour, 
levels of involvement and types of decision-making. 

Marketing communications tools represent effective and competitive solutions to providing 
cost-effective marketing through innovative mediums. An appropriate analysis of the context, 
clear identification of the business scope. and accurate selection of the marketing mix might 
achieve greater communications between takaful providers and the targeted group. Moreover, 
this neat solution provides cost savings, many-to-many product transformation, globalisation, 
and competitive penetration 

In the main, this chapter js based on the practical application of the marketing theories 
by the rukaful provider. Solidarity, As marketing management and the use of communicatior 
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in this industry is a growing subject that has attracted considerable attention, it ts stil too 
early to evaluate jts success. Factors other than the appropriate application of marketing 
‘management have played a significant role in the current success of Islamic financial services, 
in particular the growing demand for family and general rakaful products. Potential customers 
globally are realising the scope of this ever-expanding system of insurance and assurance in 
providing safety and protection against the widest possible risks, along with a diverse range 
‘of prudent saving and investment opportunities 

Marketing management is an essential factor that offers unique benefits for takaful providers 
While targeting specific customer segments. When applying any distribution strategy, through 
a direct salesforce or bancavakaful, marketing management offers financial firms a global 
many-to-many communications approach to reach several markets. It allows the transfer of 
information about iakaful product offerings between several and different targeted groups. It 
also opens the opportunity to gather market intelligence and monitor customers’ choices for 
more satisfaction 

In terms of marketing communications, the different communications tools provide 
{information about the concept of takaful and its products. The interactive aspects of these 
tools could be employed to develop customers relationships. In operations, takaful providers 
benefit from marketing to build a bridge that communicates market needs and hence helps 
in designing innovative products. There are other benefits, such as the creation of new markets 
and segments, the increase of lead-generation, easier entry into new markets, and facilitation 
‘of faster time to sell. Understanding the needs and behaviour of potential customers is critical 
10 Improving the sakaful institution's marketing approach, Whatever the marketing strategy 
employed, it can only work effectively and efficiently through utilising client knowledge and 
situational analysis 

‘The subject of customer acquisition and retention is receiving much-needed attention 
from many financial services institutions. Top-level decision-makers are making substantial 
investments in developing business strategies, operational infrastructure and innovative 
products to address the needs and preferences of their targeted groups. However, without 
appropriate communications the message will not find a place to park 

Tukaful providers should take the initiative to develop and implement their marketing 
“approaches derived from customers” knowledge to shift from being predominantly transaction- 
based to predominantly relational. This shift will ensure superior ongoing relationships with 
customers, distribution channels and other stakeholders. as well as helping in generating 
awareness about the need for future Islamic financial solutions and the concept of takafit. 
As the marketing of conventional financial services offers a successful working example, 
takaful providers should adopt the existing communications infrastructure and add their own 
philosophy te facilitate the creation of an active and interactive environment for multiple 
‘communications feedback. Without such a creation, the fakaful industry will face competitive 
disadvantages next to other financial offerings. 


Chapter 11 


Distribution of takaful through 
joint venture partners 


Keith Driver 
HSBC 


Introduction 


Distribution is a topic of concern and attention regardless of whether itis sakaful, conventional 
insurance oF any other product. It is the core value-generator of any business and without 
effective distribution, regardless of the quality and utility of the available products, all businesses 
are doomed to fail. The question addressed in this chapter is whether joint ventures have any 
distinct distribution advantages over normal start-up operations. Start-up operations have been 
chosen because few established businesses move to become joint venture (JV); they either 
become widely held or acquired, each of which has its own challenges but are separate from 
this topic 

Whether JV partners are at an advantage obviously depends on the engagement of the 
partners. This includes: 


* whether the partners have any relevance to the business, 
* the clarity of the business model, and 
= the alignment of the brand and image hetween the new company and the parents, 


Shareholders, partners and stakeholders are used interchangeably in this chapter; they are not 
normally equivalent but in the case of distribution partners, they are all. special-access 
alternatives to access © 


womers 
To explain the issues involved a structured way, in order to assess the approach to 
distributing through JVpartners, the following topics will be discussed: 


* the business model (how will the business. operate’ 
* brand/image alignment (does the new business fit with the parents! 

* product selection (priority, relevance, profitability) 

* prioritisation (which partner, when, efficiency of success, support 

* training (product knowledge, system operation, new/old, service standards); 

* quality control (ongoing support and alignment with objectives and standards); and 
+ risks (what can go wrong using a partner) 
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Business model 


‘The takaful company needs to know what kind of business it will undertake and what its 
character is in order to assess how it will operate and whether it needs partners to distribute. 
In the current environment, much is suggested about “direct” models of distribution, but in 
reality, few markets and products are yet able to support a full insurance proposition without 
Partners, agents or a ‘real people” salesforce. This is especially true for takaful and for markets 
in which sakaful is likely 10 take root in a meaningful way (the Middle East and Asia Pacific). 
In the more developed markets, sukful is destined 10 be a niche market for the foreseeable 
future and as such it may or may not leverage an existing provider's strategy or infrastructure 
to bypass partner distribution, For now we will focus on other, less-developed markets. 

‘Once the management team has determined the business model, the opportunity 10 assess 
the value of the partners can begin. Other areas in this book will address some of the potential 
models and strategies, 40 this chapter assumes that this is about a business model that chooses 
to leverage partner channels as a first initiative, There are many reasons fo choose such a 
model und strategy; access to common customers, a lower potential cost of customer acquis 
ition, common industry and cross-selling potential, shared revenue streams to leverage returns 
‘on shareholder investment and the like. These can all be powerful reasons to work with 
partners and to do so as a priority for the business and the shareholders 

‘Additionally, itis very likely that the partners have chosen 10 establish the new business 
for clear and predetermined reasons that include distribution by themselves, It is important 
to note that these reaxons ced to be validated in the cold, hard light of day whea the business 
is being established and the practicalities are encountered. This underlines the critical decisions 
taken by the business during formation and strategy development, whereby the new business 
is established in order to effectively connect and use the partner's distribution capabilities, 


Brand/image alignment 
Having identified the value in working with the partners for distribution, it is imperative that 
the business identifies its brand value and proposition. What ix the new business identity”? 
Beyond this, does the new business have anything in common with its parent companies? ta 
‘order for there to be an effective discussion with the partner about the new business and its 
products and services. there should be some common connection, objective, philosophy oF 
even branding Values so that the customer sees the benefit without thinking about the connection 
oF worse questioning Whether it is logical. In the instance of a bank which has engaged to 
set up a tukiful company. there are many possible alignment benefits: 


* financial services covers banking and insurance; 

* people taking loans have needs; 

+ customers saving for retirement or children’s education have needs; and 

* people accumulate possessions and assume responsibility for others (spouse, children, parents 
‘and the like) there are needs. 


Where a conventional insurance company participates in establishing a takufil company, there 
are other needs which are aligned: 
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+ accessing new segments; 
* broadening the product range to meet political or demographic changes; and 
+ responding to emerging needs of their existing customers. 


Regardless of the basic premise for entering the business. the effectiveness of the partners in 
offering value to the new business is partly a function of whether the image of the businesses 
have enough (or anything) in common such that customers see it as making sense. If the 
partner has market feedback on its image with the public then you have solid information in 
determining which parts of your business image you will want to promote with the partner. 
If they do not have a clear view of what they are seen as externally, then ask the management 
team w give you some ideas on what their competitive advantages are and align with that 
‘until market research or customer feedback gives you beter information, Without this alignment, 
distribution will require substantial effort and investment, 


Product selection 

‘The decisions taken about product development and roll-out need to be carefully considered 
when evaluating distribution through JV partners. Products that are profitable or that are 
focused specifically for the new business may not be appropriate for distribution through 
connected partners. There is a need for clear and honest discussion about which products can 
be soll and which products are mutually beneficial to be sokt via JV partners. A number of 
factors should be taken into consideration when deciding priorities, such as 


past history of selling any insurance or sakaful products; 
their track record in effectiveness across products; 

the current state of the distribution channels used for these products; 

staf experience or qualifications: 

+ for what other products are these sales channels used and 

* how much dedicated time can be committed to make sales of the new fakuful products 
successful 


Tn addition, itis valuable to determine if there is any critical time period during Which products 
should be targeted for launch: renewal opportunities. seasonal variation, and associated product 
promotions (home loans for fire insurance anal the Tike). It is best to align the business with 
the easiest path for initial product distribution to reduce the effort required to prepare the 
sales channel, There will always be a nced for training on product details as well as operational 
procedures and the more that these can be aligned with existing products and practices the 
easier the discussions and roll-out will he 

‘Additionally. the priority in product selection should reflect # sound understanding of 
the abifity of the new business to actually deliver on time. Partners will forgive many things 
ina start-up but will not tolerate putting their existing client relationships at risk, It is critical 
o understand the deliverables and the tolerance factors. These include: 


+ regulatory approvals: 
+ proxluct development timing: 
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+ system readiness: 

* operational preparedness; 

marketing lead times: and 

* (incredibly important) the partner's own timeframe for any notices or preparations as well 
as their standard product roll-out approval process. 


To promise and not deliver to & partner is even more difficult than letting down an independent 
distributor, though that is different for the business in different ways. Your partners will be 
at every board meeting and have ready access 10 you for budget and remuneration! 

Finally. as with all customers and distributors, they want everything “fully optioned’ and 
a the cheapest price. There will be a mix of business that is valuable for both businesses and 
there should be an open and honest conversation about where that mix is and when it ean be 
expanded to include more products. The key focus is profitability (or customer acquisition) 
‘and critical mass volumes. Fringe and “nice-to-have" products are for the second phase, 
Whenever that is. Falling into a dysfunctional relationship with partners that make valuable 
distribution income when the new business is unable to tum in a profit will drag on the 
relationship and pull the two teams apart from a very early stage: 


Partner prioritisation 

In some cases, a new business will have more than one stakeholder with which to work on 
distribution. It is therefore important to be clear about the strategy and the logistics of each 
in determining how to move forward. It is enticing to look al all partners for « common 
launch. either to keep them appy or to avoid a fight over which partner is priority, But there 
‘are differences between different partners in value-addition for the new business and that 
needs 10 be carefully explored and explained. There are reasons for being selective in the 
beginning, most likely focusing on one partner and getting that right and then looking at 
conhers, This selective approach allows the new business to align its operations and people 
with success, achieve ane set of demands, and agree on clear prealuct and service standards 
Ics highly unlikely that two similar businesses will be investment partners in the JV and as 
such there will be a variety of iswes covering support and service that require different 
solutions and investment, These include 


© systems linkages; 

+ staff suppott: 

* training requirements 

= product features: 

* product types (family or general, complicated or simplis 

* marketing approach; 

+ brand alignment and company positioning: 

* fitting new prosiucts alongside or as a replacement fo existing vers starting distribution 
from scratch; 

= recruitment; 

= quality controt; and 

= compliance controls, 


and the like); 
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In short, picking your first partner is based on what you think is the most likely avenue to a 
successful launch and which one is most aligned with your business already. None of your 
partners/shareholders will welcome a failure, even if they would have preferred to be the first 
1o be included. In being selective, you limit the degrees of difficulty to a manageable set of 
problems and can begin to take care of them. The next channel cant be determined based on 
a relative suecess and experience of what Went wrong 

‘Once the selection has been made it is crucial to keep JV partners informed of progress 
‘or lack of it) in order to manage the risks and dangers of delivery being delayed. Remember 
that no mutter how hard it is for your business to get itself organixed, the JV partner will 
have un existing business which is insensitive to these trials and tribulations and merely wants 
to ‘show off its new business to its customers, You have to keep them engaged and excited 
about the venture. However, this earres the risk of leting them down, so itis best to manage 
expectations in advance so that they do not get backed into a corner with their clients 


Training 
While there is much training for any new rakaful company. there is little that can equate with 
preparing the sales channel to represent your company. They are typically busy with the work 
they were undertaking before you came along, and as such are not overjoyed about adding 
something else to their repertoire, By ensuring substantial commitments on training to prepare 
the sales and wider support staff in your JV partner's offices, you improve the likelihiood that 
they will represent your business the way you desire. Nevertheless, there is more to this than 
product training: there is a need promote the business in a constructive and positive light, It 
is Virtually impossible to give too much good training and very easy to give too much bad 
training. Good training is that which is engaging and focused around what are the distributor's 
isues, and how they can overcome any questions they expect to receive. Ax with any effective 
discussion, the recipients are more interested in solving their problems than in solving yours, 
{tis important to become involved with the sales and operations stafTearly in onder to understand 
whether and how much your preducts and processes will be different from those they already 
know. If you can be clear abut these issues, then the product details and other elements 
necessary 10 be successful will be easier to acquire to expand their knowledge. Training is 
‘your company's sales pith to the distributor: you are selling and you hope that they are buying! 
Similarty. itis important for the management of the new business to be involved in the 
training and visit the JV partner's site to understand firsthand What problems and questions 
arise from the actual people is the field that will sell your product. Without this understanding, 
there iy no way that the management team can understand what adaptations are Necessary, OF 
where there may be problems that have to be overcome and supported. This ‘reverse” training 
‘is crucial in supporting your partner in distributing your products. ft allows you to discuss 
‘with directors and with senior operating management what solutions or remedies are needed, 


Quality control/sustainable sales 


Once the JV partner is selected. products agreed and developed, and preparations undertaken 
1 train, market and prepare the teams to sell the products, the ongoing performance is Key. 
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Quality control is important to factor in from the beginning because it allows you and your 
partner to discuss success as a common objective and in a common language. Whatever the 
normal quality-control mechanism for the JV partner, your business should fit within that 
regime and become a part of their normal process. In addition, you should ensure that your 
team conduct ‘mystery shopper’ or other exercises to follow up on the way your products are 
represented to the public. Where there are shortcomings (or even open resistance to the products), 
the process needs 10 be improved and dialogue held to return 10 a positive sales positioning, 
‘Typically, the ongoing sustainable relationship will fall to the takaful company to maintain, 
‘or else the partner will look only at renewals in a year’s time. Where there are successes, it 
is important to recognise these directly rather than rely on the partner to acknowledge the staff 
‘or area that js successful. However, it is advisable to discuss the style and form of recognition 
with the pariner to make sure that there is no conflict with the partner's own recognition 
schemes, or possibly to work out a collective way to promote the successes around the partners 
network as a Wity to increase competitive challenge among the districts or teams, 

Above all else, the quality control of the sales process and customer experience has & 
double impact on your business; the customer's experience from the partner's staff’ as well 
‘a your business’ fulfillment of the ongoing promises that they have made. 


Risks 


‘The key issue in working with a partner as a distributor is remembering that a partner is for 
life, They are with you at every step of the way and have double exposure to working with 
you; losing money and affecting their existing client relationships. As suc itis vital 1 make 
re that every step of the way is clear and transparent for them to back you and support your 
business. This requires communication, and then repeated communication. This is absolutely 
vital, Repetitive communication is needed because they will normally axsume that you 
understand their established business and the processes with which they are already familiar, 
and which is probably well documented, Additionally, they will have a history of dealing with 
already-established businesses and ot with startups that have high levels of uncertainty in 
delivering products of being in control of their destiny 
The core risks therefore are failure wo 


= communicate clearly on objectives and confirming that the message is heard: 
© deliver on time: 

properly embrace and understand “theis’ processes and timeli 
+ listen to them about distribution issues and obstacles: 

+ train them to sell the business not just the product: 

= communicate clearly on progress and setbacks at frequent intervals; 
+ engage the partner's operations and sales teams carly on; 

+ quality-control the sales experience to remedy problems; and 

* keep the other stakeholders in the loop on their involvement 


This list is not exhaustive and not much different than any list of things not 19 do in working 
with a distributor; but it sheds light on the darker side of using stakeholders naively. They 
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offer great power but they are not predestined to make your business a success overnight, If 
you fail them. they will be around at every board meeting and budget approval. 


Conclusion 

{In the end, distribution through JV partners is both a blessing and a curse. Where there is 
clear alignment and common objectives, the relationship ix powerful and constructive, 
However, it carries substantial risks in going wrong and in trying to please too many masters 
ait the same time, The shareholders have invested in the business for spocific reasons, but 
these reasons may or may not be in line with the immediate market opportunity or even those 
in the future, Similarly, JV partners want most of all to be successful, and they always feel 
that they have something to contribute, By all means, embrace their contributions and seek 
‘out ways to leverage these to make the business successful. Using them as distributors is very 
effective and useful in buikling a presence and a brand for the company and, generally, in 
bringing sakaful to more customers more quickly. The cost of customer acquisition through 
[partners is likely to be comparatively low if the partners have a prexluct or service proposition 
which lends itself directly to fakufiul (such as those in banking, conventional insurance, 
investments, and even indirect industries such ax construction or lifestyle services). Where 
there is an avenue to develop a sales base with a partner, this is a valuable way to provicle 
an additional income stream t your investors, which helps justify their investment earlier 
win the company can pay dividends and as such will be welcomed. However, there is a need 
wo be very transparent and upfront with the partners about why they were chosen, and expecially 
why they were chosen over alternatives. Also, there must be transparency about what proxlucts 
you will sell with them and about what is needed to make this # success. It is critical to keep 
JV partners involved in the process and ensure that all necessary work streams are established 
to deliver the products and to understand their process and match (or even to run parallel 
product roll-outs) in order that partners remain comfortable, and that there iy as little change 
as possible to what they know and ate busy making money doing 
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Introduction 


Islamic insurance, oF takaful, has grown in its popularity as a viable Shari'a compliant alternative 
10 conventional insurance products. Tuakafu! involves the sharing of risk amongst participants 
sccking to protect themselves from any potential future Joss (either to assets or lives). This 
ccan be done through the pooling of funds. These funds need to be invested in a manner that 
will ensure consistent above-inflations returns with a ow-tisk profile 


How does takaful operate? 


Exhibit 12.1 illustrates the two parts to the takaful model: first, the underwriting that is required 
‘on behalf of participants; secondly, the assets used to settle any potential claim liabilities. It 
is the latter part (investing activities) that is the subject of this « 

‘As with any conventional insurance company, matching assets with liabilities is of utmost 
importance. Therefore, the management of the participants’ assets needs to be done in such 
1 way that funds are always available to make payments to participants. The use of a 
n can be a key success 


professional, proven asset manager is vital. Ensuring downside protect 
factor in managing assets on behalf of takaful operations 

Incidents such as accidents ancl natural disasters among 
To meet the obligations associated with these potential liabilities, sufficient capital is required 
con the part of the takuful oper manage payowits ild be made within a 
reasonable period of time (in order to offer the best service fo participants and at the same 
time to be competitive), thus requiring assets that have adequate liquidity and quality 

A takaful operation has recourse to both re-takufu! and participants” assets in order to 
meet any potential claims. Thus, both these sources of recourse ae of vital importance to a 
takaful operation, The global re-takaful market is growing in size, and thus capacity in the 
re-takaful industry is set to Increase. 

AL the time of writing, conventional insurance has @ muct investment universe to 
meet this requirement: bonds and! other money market instruments are widely available and 
liquid globally, On the other hand, takaful can use sukuk as a Shari'a compliant alternative 
‘Sukuk offer very similar characteristics to bonds, and there has been an increased awareness 
coupled with amplified activity in the sukuk market in recent years, as adequate returns have 


‘others can occur at any time, 


syours sh 
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Exhibit 12.1 
The underwriting and investment activities of takaful providers 
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generated on these instruments and because of their reduced-risk profile. Credit rating 
agencies have also ide 


ified sukuk on their radar screens, as is clear from the number af 
sukuk issues that are being rated. Furthermore, the costs of issuing and marketing sukuk are 
reducing as bankers and investors become more familiar with them. 

‘Ax Exhibit 12.2 iHlustrates. the global sukuk market has increased considerably in terms 
of size since 2002. Furthermore, as stated above, the quality of these issues has also increased 

idenced by the high credit ratings awarded to certain sukuk issues. 

In order to manage the returns on participants’ assets, the use of a Shari'a compliant 
fund manager with an excellent track record who applies 2 low-risk investment philosophy 
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Exhibit 12.2 
The growth in the global sukuk market 
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can be 4 Winning alternative. This type of strategy, whilst ensuring relatively low levels of 
risk, generally provides superior returns. In fact a low-volatilty fund manager can be viewed 
as 4 “one-stop investment shop’ as it will provide several products tailored for different needs 
‘ona single platform, available for individuals to pension funds. A major positive characteristic 
‘of investing in pooled funds is that unitholders are able fo access their funds within short 
notice (a two-day lead-time is generally required). Furthermore, due to the size of such pooted 
funds, there is a lower impact on these funds in the event of withdrawals, If we assume that 
takaful operations use such a manager as part of their asset class, this should allow for a 
‘smooth payout process in the event of a claim 


Types of assets 


Funds under management should comprise kow-ve 
esting returns, Exhibit 12.3 highlights the varying liquidity, volatility and inflation-hedge 
characteristics of differing asset classes, The Exhibit demonstrates that private equity, hedge 
funds and closed -end property funds are not appropriate as ao investment tool ina fakafil 
operation due to their lack of liquidity and increased volatility, This narrows the investment 
Universe 10 listed equities and property, income funds and swkwh. which leads us to the 
investment decision to be taken. This is discussed in more detail below. Tacome funds are 
included, as most regulatory authorities require pooled funds to hold a certain portion of 
assets in such investments to provide short-term liquidity 


ation 


y. quid assets that provide 
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Exhibit 123 
The relative characteristics of different asset classes 
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Investment decision 


The decision taken on the investment of tukaful funds depends on the type of takuful offeeed, 


normally differentiated by general or family takaful 


General takaful 


J business cover. This type 


General rakaful includes, amongst others, motor vehicle ex 
of takaful by 


theye characteristics, the underlying 


ple after 12 months), Due to 


& short-term time horizon (that is, it is renew 


sets need 10 be liquid in nature in order to speedily 


1 described above, who offers a 


ms, Finding the type of fund man 


meet any potential cla 
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fund with w hi 


h component of in 


capital protection as well as providing regular income. An example of the asset allocation of 


such a fund can be found in Exh 


Potential asset allocation of general takaful funds 


Asset management within 1 


takatul industry 


As a low-risk fund manager, the fund will depict a high Sortino ratio, which indicates 
higher return for cach unit of downside risk in the fund (definitions on ratios are provided at 
the end of this chapter). At the same time, the exposure to equities will provide the required 
liquidity in order to meet speedily any claims that become due. Income funds are normally 
Kept in the portfolio in terms of regulitory requirements ~ these funds also provide short- 
{erm liquidity. Dividend income from listed equities and erad (dividends from sukuk) can 
also be used to meet potential claims under the general zakaful scenario. In the event of claims 
being in excess of income received, the fund manager is able to use income funds in the 
portfolio or liquidate equities or sukuk to meet any claim liabilities. As discussed above, these 
types of assets are very liquid, provide downside protection (on the assumption that a low- 
risk fund manager ts used) and act as an inflation hedge. 

‘The use of hedge funds, private equity and closed end property funds would be 
inappropriate as these types of funds are generally very volatile and may be illiquid in the 
short term, leading 10 assetliability mismatches 


Family takaful 


In the case of family sakaful, most participants aim at saving for their long-term needs, for 
example their children’s education, their pension and compensation for dependents in the 
event of death, amongst others. Therefore, the timeframe in this regand is one of a long-term 
nature (it may be anywhere from 10 to 30 years). Bearing this in mind, the type of underlying 
investment required would differ somewhat from that needed for general rakafil 

Liquidity is relatively less important in the short term. yet investing in a portfolio with 
high equity exposure still provides adequate short-term liquidity. Choosing a fund with « high 
degree of capital protection (low risk), good returns and adequate liquidity should be ideal 
for family rakafil. Exhibit 12.5 provides a possible asset mix. 

A higher exposure to domestic and intemational equities (when compared 0 generat 
Jakaful) is more appropriate in this regard as the investment horizon is one of a long-term 
nature, This also allows for adequate asset-hability matching due w the long-term nature of 
liabilities and the corresponding investment. Once again hedge funds are not considered 
appropriate due to the excessive volatility associated with funds of such a nature, 


Exhibit 12.5 
Potential asset allocation for a family takaful fund 


i 
= 
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Exhibit 12.6 
Example of takaful investment strategy 


33 


‘Dow Jones IM Index EE 


Exhibit 12.6 compares Fund A (a Sharia compliant fund that is characterived since 
inception by a lowsrisk investment style and adequate downside protection) to the Dow Jones 
Islamic Market Index (a benchmark index for Shari'a compliant funds) and the average Shari'a 
compliant global fund, in terms of absolute performance for a five-year pericx! (2001 tw 2008) 
and year-to-date 2006 July), It can be seen that Fund A hay done well (capital protection) 
in the tough market experienced in 2001 and 2002 in comparison with the market and 
ipetitors. The low-risk philosophy of Fund A has not only worked in bear markets, but 
also in bull markets where it has outperformed both the market and its competitors (through 
2003 to 2005), A similar trend for year-to-date numbers is evident. 

Had Fund A been part of underlying investments in a sakuful operation over the five 
‘year period, assets would have easily matched any potential claims" liabilities as there wax 
sufficient capital protection and high returns (in excess of inflation), To further understand 
the risk profile of the fund, an analysis of the Sortino and Sharpe ratios against bencmarks 
is piven in Exhibits 12.7 and 12.8, 

Based 00 the chamscteristics of Fund A described in this chapter, the Sorting ratio and 
the Sharpe ratio cleatly show the low volatility and quality of returns against the benchmark 


£0 


Exhibit 12.7 
Analysis of the risk profile of Fund A 


= [serine | | shore | 
Global funds versus benchmarks Ratio Ranking’ —-Retio~—|sRanking™ 
| Fund A es [iz Bh 0.98 7h 
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* ranking ov of 401 global Shor ocompliant funds 


Source. Author's own 
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Exhibit 12.8 
Fund A performance: Sortino ratio 


7 


‘Average hend(170) OM inn (269) 


Source: Author's own 


Exhibit 12.9 
Fund A: Capturing market downside 


| Target: To capture less | Average Return ina Bear | Averoge | Target 
than 85 per cont ofthe | Months) | Downside | Achieved (%) 
downside | Captured (4) 
| Dow Jones 
lame Morhet 
des | 
L 38 [ass i 


Source: Author's own 


index, The risk-adjusted return on Fund A places it in the top 10 in terms of ranking out of 
4 total of 401 companies. 

Markets generally have bull and bear runs. Since inception, Fund A has an investn 
philosophy of capturing less than 85 per cent of downside movement relative to the market 
and benchmark in times of a bear market. As can be seen from Exhibit 12.9, this strategy 
hus been successful in that it captured 45 per cent of the average downside of the market 
‘over a five-year period. This would be favourable in the event of a payout being required, as 
it minimises asset depletion due to any market downside 
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Takatul in Africa 


AA significant proportion of the African Muslim population in general is relatively poor, with 
‘over half of Affica’s Muslims residing in underdeveloped countries. Furthermore, social services 
jn most African countries are inadequate or do not exist. Takafil can play « meaningful role 
in alleviating this dilemma by allowing affordable savings as well as appropriate levels of 
insurance cover, In the absence of insurance, financially disadvantaged persons generally tend 
to fecl the after-effects of a loss to a greater extent than others as they have minimum means 


takaful is of vital importance in such a region. This will provide a means of saving 
for participants as well as an element of insurance. Once again, a fund manager as described 
above Will be able to manage funds placed with a family sakaful operator in an appropriate 
‘manner. Financially disadvantaged people cannot afford the loss of hard-earned savings, The 
Jow downside risk characteristics of the fund described in this chapter will ensure minimal 
capital erosion in bear markets, with good retums achieved in bull markets, thas. ensuring 
superior returns over the long term. This will assist in poverty alleviation in the region 

Takaful bas enormous upside potential in South Africa, Despite South Africa's Mustims 
being in a minority position, South Africa's Muslim population represents a substantial 
contributing portion of the total population. as they are a highly productive and economically’ 
active group of people, 

Evidence of this is the fact that there are several asset management companies that have 
significant assets under management in Shari'a compliant funds. Furthermore, most of the 
countries’ major banks have introduced Shari'a compliant banking products aimed at Muslim 
customers 


Conclusion 


In conclusion, the use of # mutual fund as an underlying investment will provide a viable 
alternative to the global sakaful industry. Mutual funds are regulated wnd transparent in pricing 
and performance. Furthermore, assets held in such a fund are available on short notice. Mutual 
funds with the characteristics described above can aid in the development of takafiul in Africa 

The management of assets hell by a Jukuful operator plays an important part in running 
successful takafil operation. These assets are the only means (along with re-takaful) available 
1o make payments to participants in the event of a claim. Therefore sufficient funds should 
always be on hand tor meet these requirements. A reputable asset manager. with an excellent 
investment record and a low-risk, low-volatility investment approach is the ileal fit for the 
management of fakafid participants” assets. The growing. yet fledgling, nakafil industry wlds 
yet another tasty piece to completing the Shari'a compliant financial services puezte 


Glossary 


Investment income 


Income derived from invesiments that are made by the zakufi! operator using pooled funds 
proved by participants which are obtained by the rakaful operator through the collection of 
premiums. All investment expenses are also offset against this income. 


152 


Asset management within the takaful industry 


Sharpe ratio 

A measure of the risk-adjusted return of an investment, It is used 10 ev y 
the returns of a fund. The higher the value of the indicator, the better the quality of the returns, 
‘on « riskirewand basis, A Sharpe ratio that exceeds zero indicates a return in excess of the 
riskefree rate that is relevant to the investment context 


Sortino ratio 


A downside risk/return ratio that measures the return of a fund, in excess of inf 
harmful volatility. The higher the ratio, the higher the retum for each unit of downside risk 
unit in the funds. A negative ratio indicates that a fund has underper 
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Chapter 13 


Strengths and opportunities of takaful: 
the spiritual dimension 


Mohd Tarmidzi bin Ahmad Nordin 
Mayban Takaful Bhd., Malaysia 


Introduction 


The purpose of this chapter is to reflect upon opportunities available to fakafil operators! ty 
think out of the box and leverage their unique strength to offer something above that offered 
by conventional insurers. Some of the concepts discussed below, although unconventional, 
are put forward on the assumption that there are customers who expect more than the usual 
‘material benefits. It is important to understand that, to some customers, spiritual benefits can 
be as important if not inore important in their buying decision. 


Background 


The first sakaful operator in Malaysia was established in 1985 following the recom 
by Badan Petugas Khas” (BPK), the special taskforce commissioned by the 
study the feasibility of setting up Islamic insurance in the country. The provision af 
fe legal framework to regulate the fakuful business in the country wax also 
recommended, ‘The Malay i legislated the Takaful Act 1984? for this very purpose, 
This is one example of the Malaysian Government's response to a number af demands from 
faithful Muslims who prefer to conduct their economic activities a 

The demand for rwkaful ts a clear indication that conven 


ndtion 
jovernment in 


narliam 


nding to Shari'a peinciples, 


al insurance 16 not able to 


serve the spiritual needs of Must 
to fill the spiritual 
Having said that, it must be clas 


n customers. This provides opportunities for takaful operators 
have competitive advantage over their conventional couterpats, 
nd at the outset that this does not me 
exclusively for Muslims. People of all faiths are eligi 


0 takaful is 


ble to join 


Shari'a compliance 

Whilst conventional insurance and raku/il may have a number of practices that are similar, 
the Shari'a law also contains fundamental principles which need to be observed, To ensure 
this is correctly applied, the Takaful Act 1984 makes it mandatory for each licensed sakafiul 
‘operutor in Malaysia to be supervised by Shari'a committee comprising approved Shari'a 
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seholurs. Muslims who are conscious of their religious obligations derive comfort from such 
jan assurance and consider this an important factor in their buying decision. 

Indeed Shari'a compliance has been the main value proposition that rakaful operators 
have telied upon from the very beginning 


Surplus sharing 
Another value proposition upon which sakaful operators in Malaysia leverage is the practice 
of surplus sharing. At the time of writing, all sakuful operators in Malaysia, irrespective of 
Whether they practice under the mudaraba or wakala models, offer to share the net surplus 
of income over liabilities in the takaful funds according to a pre-agreed ratio such ax 50:50, 
40:60 of the like. The prospect of receiving a refund is an attractive valve proposition to 
many customers, irrespective of faith. Since conventional insurers in Malaysia do not offer 
this, many Malaysians assume that surplus sharing is feature unique to Jakaful 

However, after 20 years, customers tend to take these two features for granted and expect 
all rakafil operators to offer them refunds and Shari'a compliance as a matter of course. With 
competition becoming more intense, fakaful operators can 80 longer rely 04 these (wo features 
as the only value proposition 

Muslim customers expect takaful operators to offer the same benefits as conventional 
insurers, yet remaining Shari’a compliant. Such high expectations cannot be avoided in 
Malaysia as the country operates a dual financial system where both Islamic and conventional 
financial institutions battle head-on in a highly competitive environment 

'o compete successfully, takuful operators need to differentiate themselves by offering 

value-added services that conventional insurance canner, The key is to vnderstand the needs, 
behaviour and preferences of the targeted customers from their perspective, and not that of 
the takaful operators. Only when these are fully understood can takaful operators strive to 
innovate and achieve greater customer satisfaction 


Differentiation strategy 
Acconing to conventional wisdom, innovation is usually limited to fulfilling customers" 
‘naterial or worldly needs with benefits such as lower prices, higher returns, faster delivery. 
wider scope and the like. Spiritual needs. which can be as important to certain customers, dr 
not receive a lot of attention 

It is believed that the spiritual dimension of takaful is one area where 1akaful operators 
have unique abilities on which they can leverage to delight a certain customer group. Herein 
lie opportunities for sakaful operators to innovate. This does not mean that the so-called 
material benefits are not important to rakaful customers. In fact they are just as important 
This chapter, however, focuses on meeting the spiritual needs of takaful customers and potential 
customers. 

‘The following paragraphs highlight some unconventional ideas on innovation on Which 
Jakaful operators can leverage to achieve a competitive advantage over conventional insurance 
‘Some of these ideas are founded on the belief that people would “fee! good’ (and thus, derive 
Value) while helping those in dire financial need. 
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Critical to this discussion is the fundamental difference between conventional insurance 
and fakaful, Understanding this is necessary to enable readers to follow, even if not agree, 
with, the thoughts put forward in this chapter with respect to innovatiog in the fakaful arena, 
which are key to appreciating the opportunities available to rakaful operators, 


AL first glance there does not appear to be considerable difference between insurance and 
takaful as both use the concept of the common pool where the fortunate many help the unfortunate 
few. However, Shari'a sebolars are generally of the opinion that to be Sharia compliant for 
insurance, the premium must be paid on the basis of zadirrw "(an Arable word meaning donation, 
ft oF contribution), 

In the BPK report, for example, it was recommended that for insurance 10 be permissible 
according to the Sharia, part of the contribution (premium) must be made on the basis of 
sabarru’. Here ix an English translation of the relevant paragraph. 


Under the Islamic insurance xystem, pat of the contributions from every participant must 
‘be made with the intention of tabarru’ — not for buying/selling, the existence of tubarri’, 
makes the transaction permissible and valid according Wo the Shari'a.’ 


This is consistent with the view of a contemporary Muslim scholar, Dr Yusuf al-Quradawi, 
Who also suggests that donation should be the basis of the contract, if insurance is to be Shari'a 
compliant 


Tn my view, insurance against hazards can be modified in a manner which would by 
it closer to the Islamic principle by means of a contract of donation with a condition of 
‘compensation. The insured would donate his payments to the company with the stipulation 
that the company would compensate him, in the event that he is struck by calamity, with 
un amount Which would assist him and reduce the burden of his loss, Such a type of 
Iransaction is allowed in some Islamic schools of jurisprudence. 


In view of the above, it is reasonable w conclude that the fundamental difference between 
Jakaful and insurance boils down to the fact that the premium must be paid on the basis of 
tabarru’ (conteibution). 

In practice, all fakaful operators in Malaysia clearly mention the teen tabarru’ in their 
proposal forms® ay the basis for the payment of the premium (or contribution). By agreving 
{0 fabarru’ or donate part of their contribution, participants in various takafid schemes agree 
w cooperate and be mutwally responsible to help one another should a member suffer a defined 
Joss 


This is in harmony with the definition of takful in Section 2 of the Takaful Act 1984 
Which describes rakafiul as 


iv scheme bissed on brotherhood, solidarity and mutual assistance which provides for mutual 
financial aid and assistance to the participants in case of need Wheneby the participants 
‘mutually agree to contribute for that purpose. 
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From the above definition, its clear that the basic aim of zakaful isto provide mutual financial 
aid to participants who have contribated to a common pool called the takaful fund. Participants 
who suffer a loss that is defined in the policy (Takaful Cenificate) are entitled to claim for 
Financial aid from the rakafu! fund in a kind of co-operative scheme. 

On the assumption that people are generally charitable and have the natural tendency t0 
help fellow human beings in need of aid, zakaful operators have ample opportunities to leverage 
‘on the labarru” factor. If done innovatively. this could bring about a more positive attitude 
towards takaful in comparison with conventional insurance. First, let us consider how it is 
that tabarri’ has the potential to solve a common criticism levied against conventional insurance 
relating to the intangible nature of the insurance product 


The intangibility of the insurance product 

‘The concept of insurance is sometimes described as a social device where the fortunate many 
help the unfortunate few, as does takaful. However, unlike rakuful, this spirit of mutual help 
is no longer apparent in the commercial insurance contract. The commercial insurance 
transaction today is based on a contract of exchange whereby customers pay the premium in 
‘exchange for a promise by the insurer to pay financial compensation should a loss as defined 
in the policy occur. The technical definition ix 


‘an agreement whereby one party. the Insurer, in retum for a consideration, the premium, 
undertakes to pay to the other party, the Insured, a sum of money or its equivalent in 
kind on the happening of a specified event, which is contrary to the Insured’s financial 
interest” 


However, it is fairly common to hear customers who did not suffer any loss, that is, the 
fortunate many, complain that they receive “nothing” tangible from the transaction and have 
lost the premium to the insurer. From their perspective, anly the unfortunate few receive 
tungible benefits in terms of compensation as the result of» claim. In other words, no exchange 
‘has taken place as fur as the majority of those insured are concerned. The fact that insurance 
had given them security (in the form of a promise) is so intangible that many of them cannot 
appreciate its value. This eriticisn, although not quite correct, must stil be respected is value 
or the lack thereof is judged (rightly or wrongly) from the perception of the customers. 

Takuful on the other hand is not a contract of exchange. Instead of buying a promise 
based on an event that may oF may not happen, rakaful customers make a contribution to a 
common pool on the basis of tabarru® (donation), with the intention (lah) to participate in 
4 mutual aid scheme. The feeling of "getting nothing” if ne claim oocurs ks less likely to arise 
Instead, participants would derive satisfaction from having helped fellow members and at the 
same time feel grateful that no Joss had befallen them. 

The cooperative nature of takaful provides some opportunities for takaful operators 10 
make the intangible more tangible, thereby achieving an even deeper and more meaningful 
relationship with customers (including the fortunate many) in comparison with conventional 
insurance, As an alternative to conventional insurance, rakaful has the potential to provide 
greater satisfaction to customers who care for the wellbeing of fellow human beings 
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Good deeds as a value proposition 

Tabarru’ or donation can be an attractive value proposition to people, provided the concept 
{s properly explained at the outset. If this is done properly participants can appreciate the fact 
that their contribution would be used to help other participants who have suffered a loss as 
defined in the rakaful contract. We see this from the example of how people of different faiths 
generously respond to calls for donations following an earthquake, hurricane, tsunami and 
the like. The difference is that in those incidences, the donations were collected only after 
the tmgedy had occurred, Under the rukaful concept however, contributions are collected in 
aan orderly fashion Before the occurence of the tragedy. 

This would be especially meaningful to Muslims who believe that helping those in need 
‘with the sincere intention of seeking the pleasure of Allah is deemed an act of piety in Islam. 
This spirit of helping one another is enjoined upon Muslims as can be seen from a number 
‘of Quranic verses and Hadith or sayings of the Prophet Mohammed (PBOH), 


Help one another in furthering virtue and God-consciousness (laqwa), and do not help 
‘one another in furthering evil and enmity, (Sura Al-Maidah verse 2) 


Verily a believer is one who can give security and protection to the life and property of 
mankind. (Hadith reported by Thaw Majah) 


‘The challenge to takaful practitioners is to make participants associate doing pood deeds with 
the worldly act of buying takaful, In the following paragraphs it can be scen which other 
‘opportunities exist where tkaful operators can endeavour {0 innovate 


More unconventional ideas for innovation 


We often hear the slogan that “life insurance is for the living”, meaning that is the living. 
family members who would benefit from the life insurance cover perviously taken out by the 
deceased. However, for fakaful versions of life insurance, it is not just the living that can 
benefit but also the deceased. This can he explained by the following 

Muslim customers derive spiritual benefits by leaving specitic instructions on how the 
monetary proceeds from the fakuful cover should be used in the event of his or her “untimely* 
death. The following are examples 


* To holp settle his or her debts, which can be of enormous value to the deceased, because 
Muslims betieve that people who die with debts cannot go to paradise, no matter how 
pious oe faithful they have been, until all debts are settled. 

*+ To pay oustanding sakar (thes), which afe obligatory for Muslims with a certain level 
of wealth, 

* To pay someone else to perform the Hajj of behalf of the deceased. Performing the Hajj 
is another obligation on Muslims who are able both physically as well as financially 

+ To purchase property such as mosques, hospitals or schools for the purpose of wagf 
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(benevolence) or to de other good deeds such as helping orphans, feeding the poor and 
the like. Although not obligatory. these acts are highly commendable from the perspective 
ot only of Muslims, but all non-Muslims as well. 


‘The above examples demonstrate that with some unconventional creativity, zakaful products 
‘can be designed to provide additional utility (value) to faithful Muslims. This is because of 
the belief that the deceased can derive benefits in the form of rewards in the hereafter. Thus, 
{conventional insurance can offer products from ‘the cradle to the grave", then takaful operators 
‘can go beyond that by offering benefits, literally, from “the cradle to the hereafter’ 

‘There are therefore many opportunities to foster deeper relationships not only between 
the zakaful operators and participants but more importantly between the participants themselves, 

Having discussed above some opportunities to leverage on the spiritual aspects of rakafil, 
‘we must also be mindful that not everybody would perceive them to be of value. Some would 
still prefer conventional insurance while others may be indifferent. Whatever their perceptions, 
8 commercial enterprise must try to decipher what their targeted customers would value and, 
if Viable, endeavour to fulfil it. In this respect, the following paragraph shows actual experience 
‘of how takaful has quite successfully collaborated with conventional bancassurance to provide 
potential customers with what they want, the freedom of choice 


Conclusion 


In Malaysia, as in most developing economies, insurance is sold and not bought. This could 
be due to lack of awareness about the importance of insurance. For some Muslims, misunder- 
standings.on religious grounds probably compound the situation. To some extent, this problem 
has been reduced with the introduction of rakaful but much work has still to be done to educate 
the Muslim population on both the “workily” and ‘spiritual’ values of rakafil and financial 
planning 

Achieving success in an open market like Malaysia depends very much on the ability t0 
innovate and provide enhanced value propositions for consumers. However, innovation need 
not be limited to material benefits only. There are customers who would perceive spiritual 
benefits to be of value too. The key is to understand what the targeted customers consider to 
be of value from their perspective 

Although Shari'a compliance is obviously important to many Muslims customers, it ix 
also clear that rakaful operators are expected to offer muuch more. Merely mirroring the “worldly” 
benefits offered by conventional insurers is no longer enouh. 

‘What Mustims, especially, can find attractive about fakaful are the double benetits they 
receive, First. they receive an insurance solution comparable to that of conventional insurance, 
With the additional benefit that it is in compliance with the Shari'a. Secondly, they receive 
the benefit of doing good deeds, which can be a very powerful motivation factor to Muslims 
as they believe the benefits are very lucrative. As the Quran says: 


‘The parable of those who spend their substance in the way of Allah is that of a grain of 
corn: it groweth seven earsandeach ear has a hundred grains. Allah giveth manifold increase 
to whom He pleaseth: and Allah careth for all and He knoweth all things. (Quran 2:261) 
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‘The expectations of non-Muslim customers have not been discussed im detail, but it should 
be stressed that, particularly in Malaysia, they are also important to sakaful operators. Selling 
takaful on the basis of doing good deeds is attractive to people of all faiths, as people would 
by nature derive satisfaction knowing that their contributions would he used to help fellow 
participants who are Jess fortunate. In the global village that we live in today. people are 
becoming more conscious about ethics, transparency and justice, irrespective of their religious 
beliefs, and thus the universal valves that are fundamental to the sakaful operation are attractive, 


Companies terse wo otaku eines under the Takatul Act IVA are rw as aki! operators 

Bank Negara Malaysia (HNMD hanes the supervinnan anal regula of te Saka industry ater the Aut 

‘adi Petwyas Khaw’ Report p19 paragraph 26.55, 

De Yusuf wl-Qurads, The Lawful aaa the Proubsied i Esa. English tomlation. (New Dethi, Islami Bak 

Service, 1942) p. 276 

5 One of the functions of a prnpesal form ist enable those bes ish to join the haka/l scheme hs fer <ipah) 
themselves for inclusion Hf the proponal v accepted (qubul then a contin Ug) has mattslived 

6 From Mil textbook "Risk & Inurance’ publivhed by The Malaysian Insurance Insite, Kuala Lunar, 1995, 
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Towards a viable unit-linked takaful 
industry: The legal challenges ahead 


‘Ayman H. Abdel-Khaleq! 
Partner, Vinson & Elkins LLP 


industry is growing and of the 
size of the industry. The tukaful (or Islamic insurance) industry, an important pillar in the 
integration process of Islamic financial institutions into the international banking community, 
has contributed to such growth. However, a successful integration af rakufil proxtuets into the 
Jnternational insurance industry will require that a number of challenges be tackled. This is 
particularly true in the context of the legal challenges associated with structuring and marketing 
Uunit-linked takafut proxtucts. This chapter seeks to analyse these legal challenges and addresses 
the need for multi-dimensional structuring efforts in which bankers, Shari'a consultants and 
lawyers should invest to facilitate the problems of developing innovative unit-linked sakaful 
products. The chapter will also focus on several investment aspects of unit-linked products, 
hence extending beyond a discussion of the plain fakaful structure or wrapper surrounding it 
To this end, this chapter will also discuss the type of vehicles and instruments that can be 
utilised to structure Sharia compliant 1akuful products and the various types of investment 
funds to which takaful plans can be linked. 


What are unit-linked takaful products? 


Generally speaking, unit-linked products are products the benefits of which are expressed in 
units and a unit price? In fact, they are viewed by many as a mixture of insurance and mutual 
funds. The same logic applies in the contest of takaful unit-tinked prextucts where the performance 
of the rakaful plan reflects that of the underlying investment fund or plan. 

‘Though deemed by many as simple and straight forward, it is important to note that uny 
takaful unit-linked product is subject to a myriad of variables, such as the nature of the underlying 
assets, the structure of the product, the risk profile of the customer and the experience and 
performance of both the investment manager of the underlying fund and the manager of the 
Jakaful product itself, Moreover, it is critical to highlight that, given the guidelines underpinning 
the Islamic banking industry, there is a strong possibility that a unit-tinked rakaful product 
may offer sufficient transparency to satisfy the disclosure requirements of the jurisdiction in 
which it is offered, yet fail to satisfy the level of disclosure required under Shari'a rules.* 
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‘Structuring Shari’a compliant investment funds 

Shari'a compliant invesunent funds range from relatively straightforward long-only equity 
funds to the more challenging private equity, venture capital and short-anly funds, In addition, 
industry players are actively seeking to introduce various types of Shari'a compliant funds 
of funds, Such funds of funds, though yet to be linked to rakaful products on a wide scale, 
promise (o minimise risk while diversifying holdings and outsourcing the allocation process 
to experienced funds of funds managers. 

Tn many ways, a Shari'a compliant fund is akin to a conventional fund in terms of the 
legal structure, although the investment guidelines and policies of a Shari'a compliant fund 
ate broader in that they incorporate a greater range of Shari'a-specific investment criteria. 
Structures implemented by promoters of Islamic funds mirror thove familiar to Western bankers 
and! investors particularly in respect of two considerations. First, the intemational banking 
institutions® desire to expand the suite of products they offer to include Shari'a compliant 
products, Secondly, the Islamic banks’ focus on improving quality and seeking access to 
Investors in heavily regulated jurisdictions. 

‘The structuring phase of a unit-linked rkaful prextuct Is arguably the most cruclal as 
deciding on an appropriate Shari'a compliant investment structure for a unit-linked rakafid 
product requires an analysis of issues of both substance and form. From a substantive point 
of view, investment managers and their legal advisers must consider the structure of the 
product, its investment objectives, regulatory compliance considerations and selling securities 
restrictions, Form is also significant under Sharia because certain documentary, timing and 
mechanical requirements must be adhered to in order for an investment oF finance structure 
tw be declared Shari'a compliant.* By way of an example, i the context of an Islamic Hjarah 
(lease) fund, iis imperative for the purchase of the assets to be concluded, with certain formal 
‘and mechanical requirements being satisfied, before the lease-back portion is introxtuced and 
implemented. For example, Islamic law does not permit a binding future sale or option to be 
Incorporated into the lease contract. Such a sale would have to be concluded at the end of 
the lease by way of a standalone legal document, even if the intention of the parties from 
the outset is for suich future sale oF option to constitute an integral part of their arrangement,? 
Moreover, and notwithstanding the importance of form in structuring Shari'a compliant 
products, it is essential to emphasise that Islamic taw is the arbiter of not only legal and 
technical compliance, but also of virtue ark vice. The legal implication of this is that establishing 
structures that have no purpose other than tw citcumvent the requirements of the Shari'a Is 
hot permissible. Therefore, great care must be taken in structuring investment vehicles to 
censure that they funtamentally operate in compliance with Shari'a precepts 


The role of financial institutions and fund promoters 
‘The analysis of the legal implications of Shari'a compliant investment products should start 
with the identification of the financial institutions that are permitted to offer Islamic investment 
products. There ate critical due diligence aspects that sakaful companies should investigate 
thoroughly 

From a Shari'a point of view, it is generally agreed that both Islamic and conventional 
Financial institutions are permitted to offer and manage Islamic investment products subject 
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410 regulatory requirements. By the same logic, « non-Islamic bank or a non-Muslim can 
‘engage in trading or investing in a Shari'a compliant manner. A Wester financial institution, 
for example, can therefore develop financial products that cater to the needs of its Muslim 
‘customers anywhere in the world. In many instances, this does not require the formation of 
aan independent subsidiary, but rather, a separate department within an institution may develop 
aand offer Shari'a compliant products. Despite this flexibility, the banking laws of a number 
of jurisdictions. particularly in Islamic countries, provide for two parallel licences, Islamic 
and conventional, with a different set of rules governing each. 

‘Managers of unit-linked takaful products should develop both a generalised understanding 
of Islamic law and a working knowledge of the regulatory system in forse in the jurisdiction 
where the investment vehicle will be structured and where the product will be offered, 


The role of legal and Shari'a advisers 


‘The decision by a floancial institution to structure an Islamic product requires the early 
‘engagement of legal counsel and Sharia advisers. The financial advisers should work sith 
legal and Shari'a advisers to fine-tune their product ideas and vehicle structures in order 10 
‘ensure full legal and Shari'a compliance. Legal advisers in particular must possess a good 
understanding of Islamic law to be able to advise on methods by which legal issues can 
be addressed in compliance with the requirements of the Shari'a, thus allowing them to 
‘communicate in a positive and constructive manner with Shari'a advisers 

Shari'a advisers represent differing schools of Islamic jurisprudence, although many of 
them are knowledgeable in the teachings of the key schools, While non-Islamic financial 
institutions often rely on recommendations made by their legal counsels or experienced 
‘counterparties in selecting Shari'a advisers on a prexiuct-by-product basis, Islamic financial 
institutions retain Shari'a advisers and form theit own Shari"a supervisory boards that advise 
‘on and provide Shari'a auditing with respect 1 all investment products offered by such 
institutions. The mandate given by promoters of Islamic investment instruments to Shari'a 
advisers includes assisting in the development of a suitable structure for the proposed investment 
product, reviewing documentation, issuing a Shari'a compliance certificate and providing 
‘ongoing supervision (alse known as & Shari'a audit) to ensure that the implementation of the 
structure is Shari’a compliant. In order to reach » high level of comfort that the underlying 
investment funds are Shar/'a-complaint, Shari'a supervisory boards representing takaful 
‘companies often require that they have difeet contact with Shari'w advisers representing the 
investment funds, 

Domiciling an investment vehicle in a particular jurisdiction will necessarily require that 
the regulatory and tax regimes in such jurisdiction can accommodate the proposed Islamic 
structure, For example, an Islamic structure that involves multiple asset transfers is fikely 40 
prove to be expensive in a jurisdiction that imposes taxation on each asset transfer. 

Such specialised legal advice is also necessary in view of a number of recent judicial 
precedents and rulings issued by English courts and by judicial bodies in various Gulf 
‘Cooperation Council (GCC) jurisdictions, adding another layer of analysis that practitioners 
and fund promoters must not neglect. For example, in a recent ruling by the Fenglish High 
Court on a case related to a murabaha transaction, the court decided that despite a choice of 
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Jaw provision in the relevant murabaha agreement, which provided tat the governing law 
‘of the contract should be English law “subject to the principles of glorious Shari'a’, English 
jaw would take precedence. 


Jurisdictional requirements 

Promoters of successful unit-linked takafu products must have a good level of understanding 
of the special attributes of the jurisdictions where the underlying investment funds are based, 
For example, a primary reason for the trend towards setting up Islamic funds in tax-friendly 
common law jurisdictions stems from a number of reasons including track record and their 
advanced trust systems, which affer protection for the investors” beneficiary ownership over 
the assets of the fund. Following suit, jurisdictions such as Babrain and the Dubai International 
Financial Centre have recently paxsed advanced trust regulations 

Additionally, jurisdictions vary on their know-your-customer and other compliance 
requirements. A number of offshore jurisdictions have enacted and implemented the strictest 
‘compliance policies, such as Luxembourg and Dublin, although increasingly a growing number 
‘of Middle East jurisdictions are passing strict regulations as well 

In recent years, promoters of investment funds and products, including unit-linked takafid 
products, have tumed their attention to jurisdictions such as Bahrain ant Malaysia, which 
Offer detailed regulations applying 10 the set-up of collective investment sebemes, bath 
‘conventional und Islamic, taxfriendly environments, andl increasingly strict compliance policies, 
Othe jurisdictions are in the process of enacting regulations that apply to the set-up of collective 
investment schemes and other investment structures, 

Notwithstanding the foregoing, both as a matter of Shari'a and legal compliance, the 
risk factors and investment guidelines associated with a unit-linked product should be clearly 
and sufficiently described in the offering documents of the product. Risk factory often include 
investment, liquidity of shares, forfeiture, country-specific factors, corporate disclosure 
standands, the political climate, currency. foreign investment considerations and, in the context 
of Shari'a compliant investment funds, Shari'a compliance risks. Additionally, Shari'a 
‘compliant investment funds are subject to the same, of arguably a higher, degree of compliance, 
‘isk and suitability analysis, and scrutiny than conventional investment funds given the emphishs 
of the Shari'a on full and accurate disclosure 


Forms of Islamic investment funds 


Long-only equity funds 

In an Islamic long-onty equity fund, amounts raised from investors are invested in shares of 
listed companies, provided that such companies have been declared to be Shari'a compliant, 
The companies in whose shares investment is permitted may be identified as Shari'a compl 
by reference to theit inchision in “Islamic® indices such as the Dow Jones Islamic Market 
Index or the TH:FTSE Islamic Index. ‘The companies included in such indices will have 
been declared Shari'a compliant by the inwlices’ respective Shari'a advisers. Otherwise, the 
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compliance of a company with Shari'a, and thus the permissibility ofits shares as an investment 
for the fund, will be verified and audited by the respective fund's Shari'a supervisory board, 

The investment manager to an Islamic long-only equity fund can act as a mudarib (sweat 
partner) under « mudaraba arrangement, a wakee! (agent) under a wakala arrangement, or an 
investment manager pursuant to an investment management agreement, ‘The investment 
managers, wakeels or mudariby, as the case may be, usually adhere to pre-defined investment 
‘guidelines that set out the industries in which the fund may invest and the financial rathos it 
must maintain. The role of wakeels or mudaribs in the context of an Islamic fund should be 
distinguished from the wakeels or mudaribs who manage the unit-linked rakaful product itself, 

‘The ongoing Shari'a compliance of the fund should be subject to a regular (annual oF 
semi-annual) audit by the Shari'a supervisory board, although external accounting firms also 
‘can be appointed to audit the fund's compliance with its investment guidelines, 


Capital-protected funds 
‘The Shari'a prohibits the generation of income by way of interest. This ts primarily due to 
the fact that the Sharia requires that any return on funds invested by an investor, or lent by 
a lender. be the outcome of a commercial transaction in which the investor or the lender risks 
its capital. Thus, eapital-guarunteed funds and investments are not Shari'a compliant. The 
alternative is a fund oF an instrument that offers capital protection without guaranteeing 
the capital 

Most Shari'a compliant capital-protected funds utilise two investment mechanisms to 
achieve the required investment objective: 


+ a mwrabaha instrument, which involves the investment of the bulk of the monies raised 
from investors in a fixed-term commodity trade transaction o¢ a series of such transactions, 
and 


ari'a altemative 10 a call option) transaction, based on which the 
fund invests small percentage (for example 10 per cent) of the monies raised from investors 
to purchase an option over a basket or portfolio of Shart‘a compliant shares or commodities. 
Murabaha transactions, which are customarily viewed as low investment risk transactions, 
are structured to generate the required capital protection component, while hai al-arboon 
transactions ate intended to increase returns. If the basket of shares sutyjcet the bat’ al- 
arboon depreciates, the fund manager will not exercise the option and the payment price 
for the option will have been lost. Murabwha transactions, however, are structured. to 
‘compensate for the lost option payment, hence protecting, but not guaranteeing, the capital 


Venture capital funds 

With the Shari'a encouraging risk-taking and prohibiting interest, unleveraged venture capital 
(VC) funds are ideal tools for making investments in an Islamically-comphiant manner, A 
sponsor of the venture capital fund can act ay a mudarib under  mudaraba arrangement, 
a wakeel under a wakala (agency) arrangement, oF an investment manager pursuant to an 
investment management agreement. 
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A number of conventional venture capital funds have passed Shari'a compliance tests 
with only minor adjustments being made to the offering document and ancillary agreements, 
Tn cach case a Shari'a supervisory board was appointed and detailed Sharr'a compliance 
criteria Were introduced and implemented. 

While risky in nature, Shari'a compliant small cap or VC funds may. at least technically, 
be linked to a sakaful product, provided that the risk factors are fully disclosed to the investors. 


Private equity funds 


The discussion becomes more complex in the context of private equity funds, particularly 
those that uilise leverage to purchase a controlling stake in a target company or that invest in 
leveraged target companies. Generally, Islamic private equity funds are only available to high 
net-Worth and institutional investors Whe can assess the risks associated with investing in such 
funds, Having said this, some private equity funds may seek to invest in pre-IPO opportunities 
and as such may be available to high net-worth and sophisticated sakaful-plan holders, 

An Islamic private equity fund must finance the acquisition of a target company by using 
Shari"a-approved mechanisms, In addition, the leverage of the target itself is often relevant 
Different schools of Islamic jurisprudence have different views on the subject, Some Shari'a 
advisers are of the opinion that if an Islamic private equity fund were to purchase x controlling 
stake in x leveraged company, then such a fund would be given a fixed period af time (perhays 
three years) to pay off the target company’s debt or convert it into Islamically-acceptable 
debt. Another view prohibits the acquisition of target companies if their debt exceeds one 
third of the total capital of the target company. In such cases, debt should be reduced to 
‘one-third of the total capital of the target company prior wo the acquisition being approved, 
In uny vase, the activities of the target company should be Shari'a approved. Therefore, 
investing in companies that are involved in industries such ax gambling, conventional banking 
and insurance, arms manufacturing and alcobol is strictly prohibited 

Finally. issues suct as the nature of the debt (Iskamic or non-Islamic) and the manner in 
which the total capital of the target company is calculated can be troublesome. 


Leasing (jarah) funds 


Jjarah Tandy are often described as Yease-finance vehicles, but there are some substantive 
differences between a lease in the conventional sense and an Yarwh. In an Islamic (jarah 
fund, the fund purchases the assets (normally equipment, real estate and, in some instances, 
fixtures such as power generators) and leases them to the lewee. The agreed rent paid by the 
lessee to the fund, as lessor, is calculated such that an agreed profit element is built into the 
rent payment. An ijarah differs from a conventional lease in that Islamic law does not permit 
that w binding future sale ar option be incorporated into the Tease contract for the disposal of 
the residual value of the leased assets at the end of the lease term. The Shari'a equivalent 
of Ieaseto-own transactions ate (jarah-wuriktina'a arrangements, in which lease payments 
are payable to a special account and are then used ti make the final payment for the leased 
asset, hence transferring ownership over such leased asset to the lessee on the expiration of 
the lease term and satisfaction of the terms of the lease agreement 
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Additionally, developing a floating-rate lease under Islamic law is more problematic than 
a conventional lease. This is mainly due to the fact that the Sharia requires that a single rent 
‘amount must apply throughout the life of the lease. 

Leasing funds that invest Islamically in Sharia compliant assets can be linked to a takaful 
product and are likely to be offered, in the near future, to high net-worth and sophisticated 
takaful-plan bolders. 


Hedge funds and other alternative investments 


‘The Islamic asset management industry is expanding into new frontiers encompassing hedge 
funds and other types of alternative investments. Many financial-industry professionals are 
currently involved in the development of Shari'a compliant alternatives to. most of the 
conventional investment vehicles and products available in Western markets, The debate 
continues as to whether the most recent attempts to develop Shari'a compliant hedge funds 
have been successful both in terms of structuring and, most visibly, marketing.* One thing is 
certain ~the Islamic hedge funds industry is yet 10 live up 4 its potential. Despite the foregoing, 
the mere focus on, and debate with respect to, such products represents a notable shift in the 
sphere of Islamic banking. One may argue that developing a successful Islamic hedge is an 
‘undertaking of such magnitude that i tests the level of the industry's commitment to developing 
innovative Islamic products. The process requires close interaction among bankers. prime 
brokers, Shari'a advisors, economists and lawyers. More importantly, a prerequisite ix a 
thorough understanding of the manner in which conventional hedge funds function. Therefore, 
Shari'a advisors with a background in economies are well suited to participate in developing 
this industry 

‘As hedge funds take various forms, the most challenging task involves developing a 
workable alternative to short selling. Islamic shorts seem to be either salam-baved (a future 
sle equivalent) or arbou-based (a call option equivalent). In addition, itis important to keep 
in mind that a successful Islamic short sale may need to be supplemented by such instruments 
is murabaha to address the liquidity needs of the product and wakula to introduce credible 
third-party intermediaries wo the arrangement 

Apart from Islamic hedge funds, derivatives are believed to constitute the final frontier 
that the Islamic banking industry will need to tackle. Its status as the final fronticr stems from 
the various types of derivative prxlucts currently available in the market and the degree of 
innovation that is invested in developing each, which may lead to uncertainty and the excessive 
tse of interest-bearing instruments 

‘The suitability af the above products in the contest of unit linked takafi products ix yet 
to be seen, We may be some years away from the day on which a marketneutral fund, for 
example, is successfully Finked to a takaful product, The process hax commenced and some 
ploncers have been successful in developing hedge funds. Once these prodite 
marketed to a wider audience, albeit one that is qualified 1 assess the risk associated with 
investing in such products. it will only be a matter of time before sakaful providers expand 
their suite of funds to include alternative investment funds, 

‘The discussion above should he read against the back-drop of certain opinions made by 
some of the world’s leading Shari'a scholars that Islamic banks should not seek to “introduce 


are successfully 
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Islamic variants of each and every conventional instrument” and that derivatives, generally, 
‘are not Sharia compliant. It is not clear whether the scholars are discouraging the Islamixation 
‘of conventional products, including the processes implemented in achieving them, or if such 
discouragement extends to the development of Islamic mechanisms that achieve similar economic 
tesults while utilising innovative processes in doing so. A discouragement of the latter can be 
attributed to the high degree of risks generally associated with investing in derivatives. It is 
important in any case for the industry to seek guidance from Shari'a scholars and work closely 
‘with then in working out suitable structures 


Advanced forms of unit-linked products 
Takaful companies seeking to promote unit-linked takaful products to customers and investors 
in the European Union (EU) markets may utilise internal funds or equity certificates. A European 
takuful company may offer Islamic investors the opportunity to invest in Shari'a compliant 
investment plans, even if such plans are not registered in the EU, through the sale of units in 
tn intemal fund of the rakaful company thar mimics the performance of the original investment 
fund through applying similar investment guidelines and policies. Aliematively. the original 
Investment fund can be embedded in the respective akaful products offered by the takafil 
company 

Another alternative is for the sakaful company to issue Islamic equity certificates, Such 
certificates would mirror the performance of an underlying portfolio thereby allowing the Islamic 
investor to participate in the gains or losses of the relevant portfolio, The certificates can also 
be listed on a major European stock exchange. The first of such certificates are believed to be 
“The Islamic Equity Builder Certificates’, developed and promoted jointly between The National 
Commercial Hank and Deutsche Bank, and listed on the Frankfurt stock exchange 


Restrictions in the offering of securities 


Takaful companies seeking to market unit-linked products should comply with the insurance 
(or takaful in some jurisdictions) and securities regulations in force in the jurisdiction where 
the products are offerest Hor example, sakaful companies and managers should be cognizant 
Cf the fact that the EU allows promoters of Islamic funds the opportunity to access a growing 
and relatively wealthy Muslim community. A promoter of un Islamic fund planning to market 
ity fund in one oF more of the EU member states must first obtain a certificate (also commonly 
referred 1 as a European Passport) in compliance with EU Council Directive of 20 December 
1985 on the Coordination of Laws, Regulations ant Administrative Provisions relating to 
Undertakings for Collective Investment in Transferable Securities (the "UCITS Directive’), 
Member states must apply the foregoing UCITS Directive to undertakings for collective 
investment in transferable securities (UCITS) within their territories. According! 
can carry 00 activities as such unless it has been authorised to do so by the competent authorities 
of the member state in which it is situated. Such authorisation would then be valid. for all 
member states. A unit tnist can be authorised only if the competent authorities have approved 
the management company. the fund rules and choice of depositary. The UCITS Directive 
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provides for detailed conditions which apply to the taking-up of business, relations with thin! 
parties, operations. investment policies and the taking of deposits. 

In the United States, generally speaking, entities undertaking investment management 
activities are required to comply with the requirements of the United States Investment Company 
Act of 1940, as amended, The Act governs the registration and activities of investment 
‘companies, To avoid the application of the Act, entities undertaking investment management 
activities in the United States should monitor their activities to ensure that either the Act does 
‘not apply o that specific exemptions are available. 

Separately. the offer and sale of units of an investment fund, or other securities, in the 
United States must be registered under the US Securities Act of 1933 (the "Securities Act"). 
‘To avoid this requirement, transactions can be structured to take advantage of the safe harbours 
from registration provided by Rule 143A or Regulation S. 


Conclusion 


Many agree that there isa long way to go before Muslim investors have equivalent knowledge 
and access to efficiently structured and competitively-priced insurance products as do investors 
in jurisdictions where the insurance and unit-linked products industry is more advanced.” As 
the Islamic banking industry expands into Western markets, fakaful products may prove 10 
be a reliable test case for the coexistence of Shari'a compliant proxtucts alongside conventional 
investment vehicles. The leyal challenges facing the integration process, including the need 
to educate Muslim investors about the advantages of takaful unit-linked products, and the 
provess of structuring and marketing unit-linked taknful products, will demand a mmulti- 
dimensional and innovative approach among all the parties involved." If the combination of 
Shari'a compliance and the regulation of the Western markets fails to stifle such innovation, 
the alternative investment vehicles and advanced forms of unit-linked products discussed in 
this chapter may attest to a bright future for an untapped market of wealthy Islamic investors 
in the West 


1 Ti wer ahrelpes he alt Ta Beso fh e's Dale ne puto i 
capes 

end rac pla pl” wor ecm; 12 Mah 2a 

5 os Cal Tate Revie Evolving Trem Oppereiies and Chilege Sil Jae. www 
Pret nareinpiey 

4 Ayn At Riga bcs f Src an ney Shea a 
De At Masago! ~Poring Py or art's Cpa hoetne 

(eed, Eom) Be, 

tad 

Prteor Hanyon Du Sho awh Hage Pn kode Bsn nd Pte epee 2083 

lei with Sth Muhanad To Usman Men Aine an Pine Speer 3 

AnH. Abie isn, “Often am Fendi toe US sd ar’ renal Pail La Reve 

{May 306), 

4 Same ame ef Drei Police Sogn te Taryn Ma Ane Monee 

Femi ihe Face ir Sorta Comping cant Srp Stal alr ok Lena, Exeey 

eae 3 

Wo at 


Product, 
+ Sebi Iatfer 


m1 


Chapter 15 


Operating and financial performance 
characteristics of takaful operators: 
a snapshot in 2006 


Omar Clark Fisher 
Head Takaful Business Development 
Unicorn Investment Bank, B.S.C (c) 


Introduction 


‘The global sukaful segment of the insurance indust 
mutuals that are over 300 years old) and is rapidly emery: schanism with which 
wo be reckoned. Although definitive data is unavailable, research indicates there are at least 72 
dedicated rakaful operators and rakaful ‘windows’ operated through conventional insurers 
worldwide. Demand for rakafi cover is growing in many countries at over 30 per cent annualised 
growth rate, Three of the Organisation of the Islamic Conference (OIC) countries (Sudan, 
Malaysia andl Babrain) have promulgated distinct and independent rakafi! regulatory frameworks, 
Two fully-fledged family (life) sakaful operators are Nourishing. ‘The Accounting and Auditing 
Onpanisation for Islamic Financial Institutions (AAOIET) has recognised and issued three 
andar spe 
early 60 per cent of takaful revenues from automotive and personal tines 
cover, Although thnee to four new risk pools with combined paid-up capital at USS2S0m were 
created in 2005, there remains a shortfall in re-takafil capacity to support the rapid growth in 
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The current takaful landscape 
While the rakafiul market is build 


there are several furs 
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xl exhibiting impressive growth globally 


the way of i realising its full potential in 
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term. Among the most impor 


roadblocks are the following. 


Sin & majority of sakaful operators being 

conventional counterparts 

+ There is a lack of trained insurance staff with which to propel the insurance industry forward 
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Operating and financial pertormance characteristics of takaful operators 


‘+ There is an absence of "benchmarks’ and standards for judging excellence in sakaful 
operations. 

‘+ Theres an absence of guidelines and prudential niles for insurance investinents into Islamic 
securities. 

There is.a scareity of sophisticated, state-of-the-art software and technology platforms to 
operate insuranceltakaful programmes — fully web-enabled, permitting multiple “touch 
points? for customers. 

+ No tukaful operator has yet earned an °A® financial (or claims-paying) rating. 

* Re-takuful capacity is constrained ~ currently representing some 14 per cent of primary 
takaful grows contribution written annually 


Many published urticles describe the low penetration rates across the Arab world for insurance 
which in aggregate represents only 20 per cent of the total insurance written in South-cust 
Asian markets and only 4 per cent of that in Europe and Russian markets. Ax of 2006, Arab 
World gross premiums were only 1 per cent of workdwide grows premiums of USS3.4tn 
Conversely, many observe that the high growth rates in the Arab world (collectively 7.7 per 
cent ~ although the GCC submarket is expanding at 18 per cent per annum) represent a very 
attractive emerging market. However, when compared with growth rates in Latin America 


Exhibit 15.1 
Annualized growth rates for insurance, 2005 
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(19 per cent per annum), Europe and Russia (7 per cent per annum) and South-east Axia (16 
per cent per annum), there may arise perceptions that additional resources and cupital are 
better deployed into faster-growing markets that display fewer political risks. Exhibit 15.1 
illustrates this, 

Thus, one main challenge to rakafil operators in evolving into the next cycle of 
development is how to attract partnerships with, and technical assistance from, leading insurance 
providers whose attention could be diverted to opportunities elsewhere 


A snapshot of the takaful industry: Time in 
business and modalities 


‘The re-discovery of fakuful mechanisms for risk sharing Is a recent phenomenon. In fut, 
since 1979, 53 per cent of takaful operators have been in business less than eight years. Only 
10 (17 per cent) are older than 20 years (see Exhibit 15.2) 

Moreover as takaful operators have sprung up under differing legal and Shari'a regulatory 
regimes (Sudan versus Asia/Malaysia versus the Middle East/Saudi Arabia), there ts a fairly 
wide array of rakaful models, and not yet enough time for convergence around a harmonised 
model. 

In fact, out of a sample of 69 takaful operators, some 48 (70 per cent) are pure takufil, 
‘while the remainder are a blend of re-takaful/takaful, cooperatives and those based on other 
models 


Exhibit 15.2 
Time in business for takaful operations, 2005 
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Exhibit 15.3 
‘Modes of risk sharing, 2005 
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Source Omar Clark Fisher, Cperating and Finanesol Performance Characteristics of Tokaful Operators in 
GCC [unpublished PRO thesis. os submied tothe Internationa! Islamic University of Malaysia and Camden 
Univeruity of Delaware, United States of America, November 2005) 


Number of takaful 


From the global sample provided in Exhibit 15.3, it ean be seen that: 


+ 20 operators (29 per cent) have adopted a mudaraba mode! 
‘the wakala model is gaining in popularity in the Middle East re 
no firm data is currently available on the majority of takaful operators (40 of them) ns 10 
Which operational mode! they have adopted. This lack of transparency regarding modalities 
could constrain the proliferation ess and the adoption of best practices as 
st existing nrkaful operators worldwide. 
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What is known now about best practice in the sakaful sector? Regrettably, there is tittle 
research published that compares different /akaful operators, or compares between sakaful 
and conventional insurers. However, one study may be referenced, as we discuss below 


Research findings on operating and financial performance 


Based upan a study sample’ of 69 companies, including 15 takafil operators across the GCC 
states for the five-year period 1999 to 2003, an analysis of their relative operational and 
financial performance characteristics when compared with conventional insurance companies 
yields the following four seminal observations. 
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Staffing and productivity 

Takaful companies average 99 employees versus a0 average of 93 for conventional insurers, 

(The takaful median is 50 versus a median of 80 for conventional insurance providers.) 
The average productivity per employee (gross premiums written per employee) ts 

US$263,000 per annum versus an average of USSS00,000 per annum for those of conventional 


insurers. Exhibit 15.4 illustrates this. 


Exhibit 15.4 
Productivity of takaful operators versus that of conventional insurers (GCC) 
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Savice Omar Clark Fisher, Operating and Financial Perkormance Choractenshcs ob Takifs! Oparators in 
GCC [unpublished PhO thesis, as sebsmited 10 the international islomic University of Malaysia and Camden 
University of Delaware. United Stotes of America, November 20035) 


While takaful operators in the GCC seem Wo have approximately similar staffing on average 
4s conventional insurers, the median number is about one thind less. which most likely results 
from their being newer businesses. However, mkuful operators are not as productive pet 

mployee in generating gross p waful proxluctivity is only one-half that of 
theit conventional counterparts 


in fact 1 


Assets and net income 


The average total assets of 


jhuful companies is USSS¥m versus an average of US$L13m for 
ures. (Takaful operators’ median assets are USS17m versus 3 conventional 
median af USS64m.) 

Takaful avers 


net income over total assets is 27 pet cent versus conventional net 
Income of 4.3 per cent. (Takaful operators” median net income over total assets is 2.9 per 
cont versus conventional operators’ median of 4.2 percent) This is illustrated in Exhibit 15.5 

Takaful operators possess average total assets that are roughly one-half the size of those 
of conventional insurers and about one-quarter the size on a median basis, which means that 
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Exhibit 15.5 


Tokaful operators versus conventional insurers total a ssets and net 
income (GCC) 
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Source Omor Cloth Fisher, Operating ond Financial Perormance Choroctristics of Tatofl Operators in 
GCC {unpublished PhO this, a4 tubmined 10 the International Islamic Uneerity of Moloysio ond Camden 
Universiy of Delaware, United States of America, November 2005) 


‘one or two larger takaful operators could be skewing the average calculation somewhat higher 
than the median figure. Tukuful average net income over total assets ts one-third less than that 
‘of conventional insurance companies, which sents to imply that hukufiul operators 
4 efficient in operations nor in deployment of assets as Conventional insurance © 


Volume of premiums and retention 

Takaful companies’ average gross written premiums (GH annually are USSX6m versus an 
average af USS41m for conventional insurers. (The nakaful median GP is USSXm versus 
conventional insurance median GP of USS26m.) 

Takaful operaiors’ average retention of GP is $8 per cent versus an avenige of 46 pet 
cont for conventional insurers. (The sakaful median retention of GP is $6 per cent versus 
‘conventional insurers at 41. per cent.) 

Takaful operators annually write only 12 per cent less gross premiums on average than 
conventional companies, which suggests that xakaful can attract retail clients em a par with 
conventional insurers. However, when using the median figures, this means that saknfl 
‘operators are only generating one-third the gross premiums annually as their conventional 
counterparts. Assuring that both types of insurers have at least the same paid-up minimum, 
capital required for an insurance license, then takuful operators are less efficient in deployit 
that risk capital and consequently have lower profitability. However, takaful operators have 
41 marginally higher retention rate of business written, probably due to the high concentration 
in automotive business where risk retention af upwards of 6.) per cent is quite common, 
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Operational efficiency 
Takaful operators” average combined ratio is 82 per cent versus an average of 77 per cent 
for conventional insurers. 

Takaful operators” average shareholder retum on equity (ROE) is 13.1 per cent versus 
tan average ROE of 18.2 per cent for conventional insurers. This is illustrated in Exhibit 15.6, 

‘The average combined ratio of takaful operators is 7 per cent higher than their conventional 
counterparts, which means that sakufu operators, while certainly profitable. are less profitable 
‘on average, This is most probably due to higher operating expenses andlor lower levels of 
{7088 premiums. As a consequence, takaful operators produce an average shareholder ROE 
of 13.1 per cent versus 182 per cent for conventional insurers in the GCC. 

In summary, from these observations derived from the GCC research study of the five 
year period 1999-2003, one could conclude that when compared to conventional instrers 
takaful operators: 


+ are staffed with one-half the number of personnel (median) and generate only one-half the 
{gf0s premiums per employee per annum; 

+ hold one-half the total assets (on average) and yield one-third less net income on those 
total assets: and 

+ write only one-third of the gross premiums (median) as conventional insurers with a higher 
combined ratio that leads to a lower ROE to shareholders (13 per cent versus 18 per cent, 
on average), 


It would be extremely advantageous for a sahuful association or other body to complete 
in-depth research into the factors leading to “successful” takaful operations, in particular the 


Exhibit 15,6 
Combined ratio and ROE: Takaful operators versus conventional insurers (GCC) 
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elements of efficiency, effectiveness, financial returns and spiritual rewards. Once identified. 
aspiring sakaful companies might emulate such successful factors for the mutual benefit of 
policyholders and shareholders. 


The suggested next cycle for takaful development 

To further aceelerate growth across the takaful sector, there are several major initiatives that 
could form an agenda for action among takaful operators, together with suppont from insurance 
regulators and central banks worldwide. Among these are: 


* the establishment of a global takaful association 1 network, share research and analysis: 
Cf risks and mitigation mechanisms as well as operating results of industry players (note 
that Central Bank of Bahrain established the International Takaful Association in late 2006 
ts w bridge between Middle East and Asian sakaful operators): 

+ a campaign to build public awareness of virtues of risk protection in general and sakaful 
cover in particular as a viable alternative to existing insurance offerings; 

* programmes to redress a general absence of personal financial planning. from couple savings 
‘and insurance plans to household wealth management plans, for the general public; 

# the encouragement of cross-fenilisation between takaf operators through the professional 
associations of sales, underwriters, actuaries and other insurance pervonne! to assure delivery 
of high-quality services and enhance public trust in such services: 

© tweenrich and expand the current limited offerings of Istamic securities suitable for insurance 
sand takaful investments; and 

+ the collaboration with insurance regulators to develop benchmarks for excellence, globally 
and in key markets, to ensure reliable data on takaful operations and to shape guidance 
for regulators. topether with measurement tools to gauge good from excellent takaful 
operations. 


Conclusion 


‘The rakaful industry is a young, emerging segment of the worldwide insurance industry. 
representing less than | per cent of worldwide gross written premiums in 2006, Yet the latent 
demand from the Muslim communities across the globe (which are 20 per cent of the work's 
population} for a religiously-acceptable alternative to conventional insurance has been proven 
by the remarkable annual growth rates of over 30 per cent in Malaysia, Sri Lanka, Indonesia 
and Qatar. This certainly ensures that the Kakaful business is not a passing phenomenon, 
However, insurance is a technical, actuarial-driven business where the market leaders excel 
in opernting efficiencies, controlling costs and introducing new products consonant with 
customers’ changing needs 

AAs the research study described in this chapter shows from a sample of takaful operators 
there are important challenges confronting mkaful, for competition is heating up 
in the Middle East from local established conventional players as well as from intemational 
insurance brands seeking t gain market share in the robust GCC economies. Offering 
Islumic-allernative cover is no fonger sufficient to win over customers ~ lukaful operators 
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Chapter 16 
Regulatory approaches to takaful 


‘Susan Dingwall, Shatha Ali and Ffion Griffiths 
Norton Rose 


Introduction 


Asan be seen from previous chapters. two main fakaful models exist the wakala and mudaraba 
models. The principal difference between the wo is the role played by the tukaful operator, 
Under the wakula model, the operator is the agent of the participants and ix consequently 
entitled w a fee for the services provided. Such a fee ix deducted from the participants’ 
tributions mto a general sakaful fund or the investment profits derived from investing the 
eneral rukaful fund, which may be performance related. The operator does not share in any 
underwriting surplus or profits, which will be distributed exclusively to the participants. Under 
the mudaraba model, on the other hand, the operator is entitled 10 a fixed percentage of any 
Investment profits arany surplus. which is pak! into the participants” rakaful fund, The operator's 
fixed percentage is not guaranteed, 

The regulation of fukufil is still in its infaney in many jurisdictions, with some favouring 
the use of one model over another Here we consider the salient features of the legal and 
repulatory approaches taken by four different juriwfictions: the United Kingdom, Bahrain, 


The United Kingdom 
Inthe United Kingdom (UK) the regulation of insurance is gowerned ty the Financial Services 
and Markets Act 2000 (FSMA), which came into force in December 2001 SMA provides 
that carrying on a regulated activity, or purporting to do so, in respect of a specified investment 
(which includes rights under a contract of ins he UK requires 
jauthorisation by the Financial Services Authority (FSA). unless the person carrying an such 
activity is exempt (for example, that person is an appointed representative or a recognised 
investment exchange — section 19). 

Regulatory activities include effecting oF carrying out contracts of insurance." The question 
Of whether the business clement is present will be a question of jodgment, taking into 
several factors. none of which is likely to be conclusive. It is worth noting. in respect of the 
eeographical scope of FSMA, that, even though the takuful operator may not be based in the 
UK, it could still be carrying on business in the UK if, for example, it transacts business by 
making an occasional visit oF phone call 10 the UK or it has established a website which is 
accessible from the UK. 


rance) by way of business 
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[As yet, the FSA has not faced an application to authorise a rakaful operator, although 
Lloyd's was recently involved in the launch of the first syndicate to be managed in accordance 
with Shari'a principles. Therefore, at present, the FSA has said very little on the subject of 
takaful. That said, the ESAs policy to date towards the regulation of Islamic products has 
been summed up as "no obstacles, no special favours”. The FSA has repeatedly indicated that 
it is keen to promote a level playing field between conventional and Islamic providers. In a 
recent briefing note published by the FSA. it was stressed that the FSA was intended to be 
4 financial, not a religious, regulator, Accordingly, it would appear from this that the FSA 
intends to treat any application for authorisation from a sakaful operator on the same basis 
‘san application from a conventional insurer. In other words, unlike other jurisdictions, such 
as Bahrain, which has enacted separate regulations for takaful, the FSA does not appear to 
intend to follow suit, Rather, an application by a takaful operator will requite to be dealt with 
{nthe same way as an application by a conventional insurer within the UK's existing invurance 
framework. 

‘There is ho statutory definition of a “contract of insurance”. However, cuse law has identified 
the following essential elements: 


+ ‘There must be a promise from the insurer to pay money (or moneys worth) to the insured 
in the event that the insured suffers an insured loss 

* The insured must have an insurable interest (that is, a pecuniary interest) in the subject 
matier of the policy 

* What the insured purchases is the right to receive money (or money's worth) on the 
‘occurrence of an uncertain event (the key feature being that there must be an element of 
contingency, either as to the occurrence of the event oF as to Mts timing), 

* There must be m premium passing between the parties 


The consequence under English law of contract being a “contract of insurance’ is that, unlike 
‘other contracts, it will be subject to the doctrine of "utmost good faith”.? This doctrine imposes 
is duty of full disclosure on both parties to the insurance contract.” Although, as noted above, 
takaful does not involve the payment of a premium but the payment of a “donation’. it does 
‘hot appear that any of the essential elements of an insurance contract (inchiding the doctrine 
‘of uimost good faith) are inconsistent with the Shari'a principles governing takaful, and, 
consequently, it is Hikely that ‘akufu! will have all the essential hallmarks of an insurance 
contract for the purposes of English law 

The consequence of carrying on a regulated activity without being authorised is. very 
serious, Itis a criminal offence which is punishable by imprisonment for a term not exceeding 
two yeuty and/or a fine (section 23). Furthermore, any agreement entered into by a person in 
contravention of the requirement 10 be authorised will be unenforveable apainst the other 
party. who will be able to recover any money or other property paid or transferred by him 
lunder the relevant agreement 

In these circumstances, the FSA will review any application from a takiful operator to, 
‘ensure that the same criteria that must be met by conventional insurers are met by the 1akaful 
‘operator. An applicant for authorisation will be requited to satisfy the FSA"s risk assessment 
process, which involves un assessment of the risk posed by an applicant against a number of 
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probability and impact factors. The PSA carries out its risk assessment against its statutory 
‘objectives. These are: 


+ to maintain confidence in the financial system; 
* to increase public understanding of the financial system, and 
+ (0 secure appropriate consumer protection and to reduce financial crime (section 2). 


The risk assessment is a high-level desk-top review and involves identifying business and 
‘control risks as well as external risks, In addition, there are a number of threshold conditions 
that require to be satisfied which are considered below. 


Conduct of business 


The Insurance Conduct of Business (ICOB) niles seek to carry out the high-level obligations 
sel out in the FSA’s Principles for Businesies. Any applicant for authorisation needs to ensure 
compliance with both the Principles for Businesses and the [COB rules, These principles 
impose obligations (amongst other things) tw: 


© observe proper standards of market conduct; 

* observe high standards of integrity and deal with consumers faitly: 

+ act with due skill, care and diligence: 

+ maintain adequate resources (o run the business in an orderly manners 

‘ensure that appropriate management, systems and controls are in place in relation to the 
size and complexity of the operation; 

‘ensure transparency and deal with the FSA in an open and cooperative manner; and 

* disclose to the FSA anything relating to the firm that the FSA woukt reasonably expect 
to be disclosed. 


Capital adequacy 

The takaful operator must have sufficient financial resources to meet claims ax they fall dive 
In particular, there should be a solvency margin ax determined and agreed with the FSA.’ 
This margin represents the excess af assets over liabilities and provides a useful “cushion’ 
‘against any unexpected claims. Under the wala and muxtaraba moxtes, initial capital adequacy 
concerns will need to be addressed. possibly through the shareholders of the takaful operate 
paid-up capital, eash reserves oF paid-up eamings. 

In calculating the solvency margin, the rules rekating admissibility of assety need to 
te applied.’ These rules prescribe how much of the value of an asset (if any) can be included 
in the calculation of the asset for the purpose of determining the solvency margin, taking 
into account the permitted exposure for an asset and the maximum exposure to particular 
counterparties. These rules are designed to encourage a sufficient spread of assets, Given that 
the scope for investment is more limited for fakaful operators as a result of the present limited 
size of the Islamic investment market, care needs to be taken that technical solvency margins 
an be satistied. 
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Management, systems and controls 

‘The Jakaful operator must have adequate human resources. This means there must be competent 
and prudent management, which will be responsible for managing the various risks involved 
in the takaful operation (for example, legal risk, regulatory risk. underwriting risk, credit risk 
and liquidity risk}. Also, those persons who occupy certain so-called “controlled functions’ 
must be “fit and proper” (that (s, they must be an “approved person” which broadly requires 
them to be honest and have the appropriate level of competence and capability®), There must 
also be sufficient expertise in areas such as legal, accounting and underwriting matters, 

‘The FSA requires accountability of senior management who are to be held responsible 
foe the running of the business. The FSA requires firms to maintain a clear and appropriate 
apportionment of significant responsibilities amongst directory and senior management in such 
‘a way that it is clear who is responsible for what, and so that the business and affairs of the 
firm can be adequately monitored and controlled.” 

Additionally, the sakaful operator's systems and controls are very important. These are 
in place in onler to ensure that risk is managed property, Critical to this will be efficient and 
reliable information technology systems to process applications, handle claims and generally 
deal with administration. Any outsourcing arrangements will be examined for their robustness 

Determining Shari'a compliance is the responsibility of the Shari'a board, made up af 
Islamic scholars. The Shari'a board will examine the insurance products and the other aspects 
Cf the fakuful operation and express an opinion on their acceptability under Shari'a law 
While it is not for a secular regulator, such as the FSA, to certify Shari'a compliance, the 
FSA is likely to require # rakafl operator to demonstrate that its systems and controls are 
lequate (© ensure that Shari'a compliance is achieved. Appropriate questions for the FSA 
tw consider might include the basis for appointing members of the Shari'st board, the quality 
‘of information and advice available to the Shari'a board, and the controls aver product 
development and over investment policy and practices. While there ean be no hurd and fast 
rules, as scholars can disagree over such matters, the FSA is likely focus upon, and require, 
proper governance for the nomination, appointment and operation of Shart'w board members. 
Internal systems andl controls for providin to the Shari'a board and giving effect 
to ity rulings need Ww be robust 


Disclosure 


I iy critical for the PSA Wo have a clear picture of the nature of the operation in question and 
to understand in particular what are the risks. and how these are to be managed. To assist 
with this, the applicant will be required to subunit a business oF strategy plan to the FSA, 
Following authorisation, the applicant will be required ti submit a number of repors to the 
FSA on a regular basis, including a financial report.* The applicant will also need ta be co- 
‘operative and open in its dealings with the FSA both at the time af submission ofits application 
and following authorisation * 

Should the shaft operator approvch the issue of capital adequacy, as discussed above, 
by the dependence on the sharchoklers” paid-up capital or other funds due 1 the shareholders 
(for instance, inclusion in the Memorandum and Articles of Association of the fakafil operator 
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that distributable funds may be retained to provide capital adequacy 10 policyholders) the 
FSA may require the takaful operator to provide express written notice of these circumstances 
to potential shareholders to aid transparency in their investments 

‘Any wakala fee that is due to the saka/ul operator and any profit-sharing that may occur, 
should a mudaraba model be used, will need to be disclosed to the participants under the 
principles of English common law as well as due to regulatory concerns, 


Passporting 
‘An insurer is able, pursuant to the European third Non-Life Directive" and Consolidated Life 
Directives.!" t0 set up a branch in another European Economie Area (EEA) state or to do 
business there on a cross-border basis subject to satisfying the conditions of the insurance 
directives. These are commonly referred fo as "passporting® rights and they can be exercised 
after notification te the local insurance regulator. 

‘A takaful operator that wishes to be authorised will need to give careful consideration 
10 which EU regulator is to be the preferred "home regulator’, A number of factors wil need 
to be taken into account including: 


* the regulatory hundles to be overcome: 

+ the administrative burden in secking authorisation; 

+ the capital requirements (including in respect of solvency margins). For example, the 
characterisation of the Shari'a compliant investment funds which a takafu operator might 
propose to invest in will require some analysis to establish whether these meet any 
diversification requirements: 

+ reserving requirements: 

‘+ attitudes to reinsurance, such as whether there is a concentrated risk exposure and What 
is the quality and creditworthiness of the reinsurance in place; 

= the ongoing management supervision obligations; 

= the costs involved on submission of an application for authorisation and ongoing periextic 
costs; 

© the knowledge and aninude of the home regulator to skal; and 

+ the willingness of the home regulator to accommodate any particular changes that are 
needed to the regulatory system to reflect ‘akaful principles. 


Bahrain 

Taku ful and re-takaful fall within the regulatory parameter of the Central Bank of Babin 
(CBB) (formerly the Bahrain Monetary Agency). The CBB has publicly proclaimed that its 
regulation of this market sector is intended to follow the guidelines laid down by the Accounting 
and Auditing Organisation for Islamic Financial Institutions (AAOIFD, The Insurance 
Rulebook (which comprises Volume 3 of the CBB Rulebook) constitutes the CBB's regulatory 
regime in this area and is designed not to favour one form of insarance over another — allowing 
‘both conventional insurance and takaful to operate in a competitive environment. 
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As briefly noted in the introduction, two models of sakafiul are usually adopted by com 
mercial rakafid operators; the wakala and mudaraba models. However. takafl operators which 
‘operate in the market in the Middle East have begun widely to adopt @ model which mixes 
both the wakala and mudaraba models. In this mixed model, the sakaful operator has (wo 
funds ~ one for the shareholders of the rakufu! operator and the other for the participants (the 
policyholders), The al wakala contract is used for underwriting activities while the al mudarabxs 
contract is adopted for investment activities 

‘The CBB has prescribed, in Module TA (takaful | re-takaful), the adoption of the mixed 
model pursuant to which the wakala model is adopted for underwriting activities and the 
mudaraba mextel for the investment activities of the zakaful fund (TA ~ 3.1.10), By preseribin 
the use of the mixed model, the CBB is secking to ensure that a common understanding of 
takaful is developed in the market and in the minds of consumers 

Consistent with the approach taken by the FSA, the CBB will refrain from taking a view 
as to whether the activities carried out by the sakaful operator comply with the principles of 
the Shari'a. Instead, each licensed sakaful firm is required to have a Shari'a supervisory 
bound, t0 which that task is devolved. The CBB is, however, responsible for ensuring that 
consumets of 1akaful products are afforded the same level of protection as that afforded to 
the purchasers of conventional insurance products. The CBB also has an obligation to ensure 
that the operations of tukaful fimis do not represent a threat to the stability of Bahrain's 
financial services industry oF wider economy 

{cis also important to note that the CI requires insurance firms to operive either on a 
‘conventional basis or on takaful principles ~ they cannot combine features of both. 


Conduct of business 

‘The CBB has adopted international standards of regulation and its Principles of Business, 
‘which apply 10 all applicants for authorisation (including takuyful and re-takafu firms), are 
Very similar to those set out abowe for the UK. Takafil firms must provide participants and 
shareholders with clear information about the performance of their business. This information 
|s required, as a minimum, 1 comply with relevant AAOIFI standards.!® 


Capital adequacy 


The capital framework laid out by the CBB for sakaful operators maintains that all rakaful 
funds are subject to available capital and solvency requirements, which are equivalent to their 
conventional counterparts, Each sakaful fund must maintain and calculate its solvency 
requirements as if each fakaful fund were a separate ticensed insurance firm. 

Module CA (capital adequacy) sets out in detail the minimum financial resources 
requirements for firms, ‘The base requirement is for firms to maintain at all. times cupital 
available in excess of the higher of its required solvency margin and minimum fund. The 
‘minimum fund that must be maintained by each sakuful fund is 


BD 300.000 
* Category 2 tiem BD 500,000 
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© Category 3 firm: BD 400,000; and 

* Category 4 firm: ‘The relevant minimum fund for Category 1 or 2 (depending upon 
the type of general business underwritten) plus the Category 3 
‘minimum. 

For each sakaful fund. the required solvency margin is calculated on the basis of premiums 

written and claims incurred by the fund. A risk factor is applied to reflect the differing risk 

profiles of the different classes of insurance.!” Assets of an insurance firm may only be given 

4 Value for regulatory purposes in accordance with the Valuation of Assets Regulations,'* 

Assets which are considered inadmissible inclade imangible assets (such as brand value), and 

those that exceed permitted categories and counterparty limits. 

Liabilities must be Valued in accordance with Intemational Accounting Standards (Wo the 
extent available) or until such standards come into operation, the Valuation of Liabilities 
Regulations." 

Takuful firms must maintain separate books of account in respect of each type of business 
and for each fund. The wakala fee charged for a takaful contract must be directly proportional 
to the costs associated with establishing and maintaining that contract. Takaful firms must 
establish a policy for the distribution of surplus but may only distribute # surplus if the firm 
meets its required solvency margin requirements both prior to and afier the distribution, All 
Bahraini insurance licensees require CMB pre-approval for the distribution of dividends to 
shareholders 

In instances where the sakaful fund's available capital fails to meet the required solvency 
requirements, the shareholder fund must provide a loan to the rakaful fund in onder for the 
deficient fund to meet its solvency requirements. Such a loan from the shareholder fund to 
the faka/ul fund must be pre-approved by the CBB as well as ensuring that the loan represents 
capital meeting the permanency and quality requirements outlined in the capital adequacy 
niles of the CBB, 

Any loan from the shareholder fund will present an additional rink to the shareholders 
af the takaful operator. Due to this additional risk, the sakaful operator must, as & minimum, 
include a specitic note in its financial arrangements explaining the arrangements and their 
implications 10 shareholders. 


Management, systems and controls 
Similar to the requirements imposed by the PSA, the CBB requires adequate human resources 
‘und provides that those persons who occupy “controlled functions’ must be “honest and 
straightforward in their dealings with customers’, Sach controlled persons must act with due 
skill, care and diligence. Interestingly, whilst the CBB refrains from commenting upon whether 
any insurance product complies with the principles of Shari'a (similar to the approael taken 
by the FSA), the CBB has provided that membership of  takaful operator's Shari’ 
supervisory board is a controlled function (TA 2.1.3), As a “controlled function’ the CBB 
‘must approve the members of the Shari'a supervisory board. However, such approval is made 
‘on factors that do not relate to eriteria based on the Shari"a but rather client-focused objective 
Ceriteria, such as the abservation of confidentiality in respect of client information, 
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‘The CBB also requires the sakaful operator to take reasonable care 10 ensure its affairs 
are managed effectively and responsibly. with appropriate management and systems and controls, 
‘The CBB expects, with respect to Bahraini insurance licensees, for Bahrain to be the principal 
place of business and for Bahrain to be the centre of its governance and management. This 
means that the majority of board meetings must take place in Bahrain, the chief executive 
officer or general manager must be locally resident, and the premises and records fo the firm 
must be located in Bahrain. The board must also assess, document and provide a written 
certification (o the CBB unoually detailing whether the internal corporate yovernance procedure 
that it has implemented has successfully achieved its objectives and whether the board has 
fulfilied its responsibilities for direeting and monitoring the overall conduct of the flem’s affairs 


Disclosure 


As nored in the paragraph conceming loans from shareholder funds, ubove, the rakafid operator 
must diselose to the shareholders the occurrence of a Joan from the shareholder fund to the 
takaful fund due 10 the inevitable increased Fisk which the shareholders will bee 

In addition, disclosure requirements are also imposed so that the participants (the 
policyhoklers) are fully aware of the wala fee and mudaraba profit-share rate that are 10 
be paid out of the zakaful fund and the shareholder fund. 

Takuful firms are also obliged to file annual, quarterly and group insurance returns to the 
CBB providing details of the financial condition of the firm and the business undertaken." 


Malaysia 
Malaysia introduced the legal basis forthe establishment of rukafil operators under the auspices 
‘of the Takaful Act 1984, The Act, together with the rules, regulations, guidelines and virculars 
‘issued thereunder, governs rakaful business in Malaysia. Taka! operations are regulated and 
supervised by Bank Negara Malaysia (BNM), the central bank of Malaysia 

‘Unlike the approach taken by the CBB, the NM does not prescribe any particular model 
to be used in the operation of a takuful provider. However, most lakaful operators in Malaysia 
‘operate on the basis of the mudaraba model 

The Act dives rakaful business into 10 classes 


‘+ family solidarity business: and 
© general rakafiul business. 


Applicants may apply for a licence t carry on either businesses or both. 
An applicant must satisfy the following requirements: 


+ Hhmust either be a company (private or public) incorporated under the Malaysian Companies 
Act or be a society registered under the Malaysian Cooperatives Societies Act; 

+ it must have a minimum paid-up capital (Which cannot be funded by borrowings) of MYR 
100m, This is inespective of whether the applicant is locally owned or has foreign 
shareholders: 
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+ it must be a financially sound institution (preferably with experience in Islamic banking 
or conventional insurance/zakafuly; and 

‘+ itmust demonstrate to the BNM (through its business plans) that it can contribute effectively 
to the development of the takuful industry in Malaysia. 


‘The applicant must include the proposed ownership structure of the proposed takaful operator, 
including its direct and indirect control and major shareholders, their financial strengths, a 
review of past banking and insurance business ventures as well as the source of initial capital 
0 be invested. 

Forvigners are restricted from owning in aggregate more than 49 per cent of equity in a 
takaful operator. The BNM will look at the effective equity interest of forcign ownership of 
the rakaful applicant. In other words. it will 1ook up the chain of ownership to determine the 
extent of the foreign interest, The guidelines published by the Foreign Investment Committee 
‘of the Government of Malaysia on calculating effective equity interests of companies will 
serve as a guide for the BNM. 

The Director-General of Takaful (who is also the BNM Governor) is responsible for the 
regulation of rakaful operators. He must be satistied that the rakaful operator is fully Shari'a 
compliant and the Articles of Association of the sakifil operator must provide for the 
establishment of a Shari'a advisory boxy (section ¥). If he is so satisfied, the Director-General 
‘ill refer the application to the Minister and the Accountant General who needs to certify 10 
the Director-General that the applicant has made the nevessary deposits under the Act. 

Registration of a takaful operator can be cancelled in a number of circumstances, including 
Where the takaful operator: 


jpursues aims which are not Shari'a compliant; 
fails 10 maintain a surplus of assets over Habilities; 
carries on business in a manner likely (o be detimental 1 
fails 10 effect satisfactory re-takuful arrangements; 
conceals material facts in its application for registration; or 
contravenes provisions of the Act 


the interests of its participants; 


‘The Act requires the lukufil operator 1 establish its own Shari'a supervisory board to advise 
the sakuful operator on the operations of aful business as part of intemal governance 
to insure compliance with the Shari'a. This is similar, to what in practice will be emplayed 
in Bahrain and the UK, Malaysia, however, unlike Bahrain and the UK, also has a National 
Shari'a Advisory Counsel (NSAC) which operates under the authority of the BNM, The 
NSAC was established to streamline and harmonise the Shari'a interpretations amongst banks 
and Jakuful operators and acts as the sole authority advising the BNM on all Shari'a matters 
pertaining to Islamic banking and finance, including the evaluation of the Sharia aspects of 
‘new products submitted to the BNM for authonsation 

In addition, in 2008, the BNM organised an annual Shari'a scholars’ dialogue that brings 
together renowned scholars from around the world t discuss and leam trom cach other's 
experiences. The BNM has also established an endowment fund amounting to MYR200m to 
facilitate the activities of Shari'a scholars. The fund promotes research, provides scholarships 
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and is intended to facilitate and enhance discussion between Sharia scholars and industry 
practitioners 


Capital adequacy 
As well as ongoing capital adequacy requirements. the Act requires takaaful operators in Malaysia 
to provide u deposit (either in cash, securities or with bank covenants in liew af deposits) 
‘upon their incorporation (sections 13 and 1), 

Every 1akaful operator is required to establish and maintain a fakaful fund for each of 
the classes of business carried on by the operator. All receipts of the operator properly 
attributable to the business must be paid into the zakaful fund. The fund's assets are only to 
‘he used 10 meet the operator's liabilities and expenses properly attributable to the underlying 
‘business to which the fund relates (section 16) 

The assets of any takaful fand must be kept separate from the other assets of the operator 
(section 17). The Act alse imposes restrictions regarding the ability of the takafil operator 
to distribute payments to shareholders until all their capitalised expenditure is written off 
(section 18). 

Additionally, the Act provides for a rukafid guarantee scheme pursuant to which the 
Director-General has the authority to utilise its fund to meet the administrative. legal and 
‘other costs of maintaining and administering rakaful funds and the Habilities of any insolvent 
takapul operator, tn order to maintain the takiyful guarantce scheme funds, a levy is imposed 
‘upon all rakaful operators (section 21), 


Disclosure 


Dircetors are required 10 disclose to the fakful operator any interests in proposed financial 
arrangements involving the operator. The fakuful operator is, within seven days of receipt of 
such declaration, obliged to provide copies of such disclosures to the Dircctor-General, its 
auditor and all directors of the takaful operator (section 19), 

A takaful operator is alo obliged to give notice in writing to the Director-General of the 
fact that any person has become or ceased 10 be its managing dinctor, director, chief executive 
‘oF principal officer within fourteen days of the takufil operator becoming aware of that fact 
(section 3% 

‘The Director-General hay the power to inspect (under conditions of confidentiality) the 
takafut operator's books and records. The Director-General may also require any director oF 
‘officer of the takaful operaior to appear before him or furnish him with any additional 
information. refusal to allow inspection oF to appear before, or provide information to, the 
Director-General is an offence and carries with it a fine not exceeding MYR20,000 and a 
further daily fine of MYRS,000 for cach day that the offence continues (section 33). 

A similar power is given to the Director-General with respect to ne-takaful. He may give 
1 rakaful operator notice in writing to proxluce for inspection treaties on re-fakaful and any 
other re-rakaful arrangements, If the iakaful operator fails to produce the material required 
for inspection, he shall be guilty of an offence and be liable to a fine not exceeding MYR2,00) 
and « further daily fine of MYR 100 for each day that the offence continues (section 23). 
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The Malaysian Financial Sector Master Plan 

‘The Malaysian Financial Sector Master Plan, launched in 2001. is intended to be a blueprint 
for the development of the financial sector over a 10-year period. It stresses the development 
Of takaful as an important component of the financial system. As part of the reforms introxtuced 
under the Malaysian Financial Sector Master Plan, investment restrictions for the fakajful 
industry were liberalised to facilitate greater mobilisation of sukaful funds into the Islamic 
pital market.!” Efforts are being aimed at enhancing the efficiency of the system and building 
the internal resilience and competitive position of the zakaful operators. As part of this process, 
takaful operators are being given guidance on improving their business strategies and a service 
quality index has been introduced to promote the development of world-class products and 
services. In tandem, an education programme has been instituted aimed at consumers to promote 
product understanding and transparency 


Dubai 


‘Whilst the regulation of insurance in the United Arab Emirates comes under the purview of 
the Ministry of iconomy,!* financial services conducted in the Dubai International Financial 
Centre (DIFC) are regulated to international standards by the Dubai Financial Services Authority 
(DFSA). For the purposes of this chapter, we will be focusing on the regulatory structure ay 
stipervised by the DFSA. 

Dubai's Prudential tasurance Business Module (PIN") applies to every insurer, In other 
‘words, it applies to both conventional and taka! insurers (PIN 1.1.1). There is no prescribed 
model upon which takaful operations and investments should be based. The DIFC appears 
{0 have taken the View that, in circumstances where hikaful is still an emerging product and 
1no international consensus has been reached regarding the mode! to be adopted, it would not 
have been appropriate for the DIFC to impose a prescriptive regulatory regime, 

To obtain a licence authorising it to conduct insurance business, an insurer must be a 
Timited liability company incorporated under the Companies Law 2004, including a Protected 
Cell Company, of it must be a body corporate Incorporated with limited tiability under the 
laws of a jurisdiction other than the DIFC. 


Management and control of risk 


All authorised firms are subject to the systems and controls provisions of GEN 5 Management 
Systems and Controls” The Prudential Insurance Business Module is intended to broaden 
the relevant requirements of the General Module to apply in an insurance context, 

As a geeral proposition, an insurer’s risk-management systems are required 10 be 
appropriate to the size, business mix and compleaity of the insurer's operations and it must 
dress all material risks to which the insurer is exposed whether these risks are financial oF 
‘non-financial (PIN 2.2.1) An insurer must have & written risk management strategy which 
has been approved by senior management and which addresses all material risks which that 
insurer is likely to face, Risk management policies and procedures must be in place that are 
adequate 10 identify. assess, mitigate, control, monitor and report.on material risks and there 
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‘must be clearly identified managerial responsibilities and controls which are designed to ensure 
adherence to the risk-management policies and procedures (PIN 2.2.2), 

Particular fisks are identified for which the risk-management system must be robust enough 
to ientify and address. These include balance sheet and market risk, credit quality risk, 
reinsurance risk and operational risk. The latter includes (amongst others) technology risk, 
reputational risk, frau risk, legal risk and business continuity risk (PIN 2.3.1 ~ PIN 2.3.4) 

Recordkeeping is also important. An insurer must maintain records which allow it to 
fulfil its obligations under contracts of insurance to which it is party and which are capable 
of demonstrating that it complies with the rules in the Prudential Insurance Business Module. 


‘Systems and controls 
Takaful companies are also required to comply with the Islamic Finance Business Module 
(ISF) which provides that compliance with the Shari'a ultimately rests with the senior 
management, A policy and procedures manual must be kept which demonstrates compliance 
\with the Shari'a. ‘The ISP also sets out requirements for the appointment and operation of a 
Shari'a supervisory board and the periodic undertaking of Shari'a reviews. 


Capital adequacy 
PIN 4 establishes the minimum required levels of capital resources applicable to insurers of 
different types, We have only focused in this section on the basic requirement that is applicable 
{o all insurers. PIN 4 should he referred to for all other requirements. The basic requirement 
is that an insurer must have capital resources which are, in the opinion of its directors, formed 
‘on| reasonable assumptions that are adequate for the conduct of its business, taking into 
‘consideration the insurer's size and the mix and compleity of is business (PIN 4.2.2). Systems 
and controls must be pot in place which are capable of analysing realistic scenarios relevant 
{0 tho insurer concerned and which can analyse the effects that those scenarios would have 
‘on the insurer's capital requirements and capital resources were they wo happen (PIN 4.2.3) 
The euidance notes make it clear that an insurer is not required 10 meusute the exact amount 
of its capital resources and its capital requirements on a daily basis but it should be in a 
position to demonstrate its capital adequacy at any time if asked to do so by the DFSA 

An insurer incorporated outside the DIFC needs to be aware of the requirensent that it 
must have assets of a minimum quality available to meet its gross insurance liabilities arising 
from its DIFC insurance business plus a margin. Although an insurer must be able to cover 
its insurance Habilities gross of reinsurance, the insurer still has the benefit of its reinsurance 
protections, becuuse assets may include amounts receivable from reinsurers in respect of gross 
insurance fiabilities 49 long as the reinsurer concemed is rated BBB and above: The more 
detailed rules are contained in PIN 47. 

If an insurer becomes aware that it does not comply with the requirements of PIN 4. it 
must take the following actions: 


* notify the DFSA in writing immediately; 
* stop Writing any contracts of insurance (either. if i ts an insurer incorporated outside 
the DIFC, through an establishment in the DIFC. of if i is an insurer established in the 
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DIFC, directly) until the DPSA has given it written permission to re-commence business; 
and 

* must not make any profit or surplus distribution or rerum on capital without the DFSA’s: 
written permission (PIN 4.8.1). 


In such circumstances. the DFSA’s primary concer will be the interests of policyholders. 
‘The DFSA’s usual approach is to work constructively and cooperatively with the insurer 
concerned to deal with problems of non-compliance or potcatial non-compliance, However, 
‘creserves the right to take firm action to avoid exposing further policyholders to the risk of 
Insurance failure where appropriate 


Measurement of assets and liabilities 
PIN S sets out a number of principles for the consistent measurement of the assets and liabilities 
of insurers for the purposes of compliance with PIN 4 and reporting pursuant to PIN 6, IC is 
‘ot intended 10 impose a rigid basis of accounting for general purpose financial statements 
of insurers. Iosurers are not prevented from adopting a system of measurement that is more 
prudent. The key. however, is that an insurer must ot mislead the DESA about is financial 
performance of its Haancial position. 

‘The basis of accounting which mast be adopted by a nada/ul insurer is the standards of 
the AAOIFI (PIN 5.3.2), 

It should be noted that in eakcalating the base capital, rakuful insurers may not include 


* the rakaful operator's equity which does not participate in the surpluses or losses of the 
takaful business: 

+ amounts which are 10 be distributed to participants: and 

* amounts to be distributed to a charity fund 


The ‘akuful operator may. however, include amounts provided from the sikuful operator's 
fund to the participants’ fund which have not been repaid (PIN A343 and PIN A3.3.1) 


Financial and other reporting by insurers 
PIN 6 contains financial and other reporting requirements by insurers to the DFSA including 
requirements for the audit of the Annual Regulatory Return, Insurers must also prepare a 
‘Quarterly Regulatory Return bot this is not subject to audit, The Annual Regulatory Return 
(accompanied by the auditor’s report and any actuarial report) must he filed with the DESA 
Within four months of the insurer’s reporting date (PIN 65.1). The Quarterly Regulatory 
Retum must be filed within (wo months of the end of each period in respect of which the 
insurer is required to prepare a Quarterly Regulatory Return (PIN 65.4). The DPSA may, 
Withia 24 months of the filing date of the Annual Regulatory Return or Quarterly Regulatory 
Return, notify the insurer concemed that the Jocument appears inaccurate or incomplete. In 
hese circumstances. the insurer must within one month of notification from the DESA correct 
‘any inaccuracies and make goo any omissions and re-file the selevant parts of the documents 
(PIN 6.5.6), 
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Consolidated supervision 

PIN 8 requires that an insurer provides the DFSA, periodically, with information: regarding 
the structure and financial position of any group of which itis a member. to assess significant 
related party transactions and to notify certain transactions. A sakaful insurer must report to 
the DPSA all distributions of profit or surplus to policyholders within LS business days of 
the date of declaration of the distribution (PIN 8.4.3). 


Run-off 

PIN 9 deals with insurers in run-off and sets out requirements in relation to run-off plans, 
collateral for insurers in run-off, contracts for run-off and limitations on distributions: by 
DIFC: incorporated insurers in run-off, 


International Financial Services Board 


The International Financial Services Board (IFSB) was established in November 2002, with, 
the support of the Islamic Development Bank, the International Monetary Fund, and the 
AAOIFI. The IFSB serves as an international standard-setting bay of regulatory and 
supervisory agencies for the Islamic financial services industry. ‘To this end the work of the 
JFSB complements the International Association of Insurance Supervisors 

In the area of fakaful regulation and standards, the IFSB has recently been working in 
‘cooperation with the International Association of Insurance Supervisors (TAIS) in the formula- 
tion of international standards for rakuful. In this regard, a joint working group comprising 
epresentatives from the TAIS and the IFSB has been formed te assess the applicability of 
the TAIS insurance core principles for rakaful and has produced an issue paper on Fsswes tn 
Regulation and Supervision of Takatul. The issve paper has identified four major areas that 
require immediate attention. These are corporate governance, financial and prudential 
regulation, transparency, reporting and market conduct, as Well as supervisory process, which 
may lead 10 the issuance of a specific guidance paper or standard that corresponds with the 
JAIS insurance core principles 


International Takaful Association 


The International Takaful Association (ITA) is a fakuful trade body to be based in Bahrain. 
Its purpose is to foster the growth and development of the global takafil industry and its 
establishment is being spearheaded by the CBB. In particular, it is aiming to: 


+ promote the establishment of strong legistative and regulatory processes governing takaful; 
+ foster sound and equitable principles in the ethical conduct of takuful business; 
importance in the takaful industry’ 

* encourage the development of appropriate takaful and re-takuful products: and 

+ promote the establishment of a re-takaful industry 


* build consensus on issues 0 
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lis members currently include Istamic banks and rakafi! companies from Bahrain, Saudi 
Arabia, Kuwait, the United Arab Emurates, Jontan and Sri Lanka. 


Conclusion 


In considering the approaches to takafil in the UK, Bahrain, Malaysia and the DIFC, it is 
evident that its regulation is at different stages of development in cach of the different 
jurisdictions. Both Malaysia and Bahrain are in the advanced stages of development, whilst 
Dubai is closely following with the DFSA making regulation a strong prionty. This means 
that in practice there is no measure of international uniformity in the conduct of sakaful 
business and its regulation, 

‘The development of such international uniformity is key to facilitating the growth and 
slobal marketing of takuful, In jurisdictions where, historically, there has been low penetration 
Of insurance products, this will assist in changing attitudes towards risk and will aid a growing 
awareness of the need for life and non-life cover, Initiatives such as the FTA will assist in 
promoting takaful globally and in developing standardisation in products and processes. 
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Chapter 17 


The regulation of takaful in the Dubai 
International Financial Centre 


Peter C 
Dubai Financial Services Authority 


Introduction 


‘The Dubai International Financial Centre (DIFC) is @ financial free zone in the Emirate of 
Dubai, one of the seven Emirates that together make up the United Arab Kimirates (UAE). I 
covers an area of 110 acres, and henefits from various privileges, including full foreign 
ownership, repatriation of profits, and a sero tax rate guaranteed for $0 years, The working 
language of the Centre and its institutions is English. 

Most importantly, under the UAE federal law on financial free zones, although Emirates 
criminal law applies in the DIFC, Emirates civil and commercial law does not. This means 
that it has been possible to create a new system of law, based on international models and 
covering the law of contract, companies law, employment lave, and s0 on, These laws are 
applied by 4 DIFC Court, operating on common law principles, Ar the time of writing, the 
Chief Justice is a British judge, Sir Anthony Evans, 

The main institutions of the DIFC are the Court, the DIFC Authority (DIFCA) and the 
Dubai Financial Services Authority (DFSA). These three institotions are independent of each 
‘other, ant their independence is guaranteed under Dubai law. The DIFCA ts responsible for 
the site and its infrastructure, for laws not specifically to financial services, for business 
esses established in the DIFC, for example obtaining 


development, and for services w bus 
residence visas for their employees. 

i oelike, for example, the UK Financ 
Services Authority (FSA) oF the Monetary Authority of Singapore. It aims to ope 
similarly high standards and benchmarks itself against the standards of the main international 
standand-setting bodies especially. in the context of takwful, the core principles of the 
International Association of Insurance Supervisors. The DESA has power 10 recommend to 
the Ruler of Dubai laws relating to financial services and their regulation, to make rules and 
10 pablish guidance. Most of the detail of financial services regulation is ut the level of rules, 
and experience has shown that, both in recommending laws and in making rules, the DESA 
has remarkable speed and flexibility in responding to industry developments. It also has power 
Jo waive of modify rules in specific cases, and this allows it great scope 16 adapt to the 
firms, where this is justitied 


¢ DPSA is an integrated financial services reg 


circomst 


of individh 
The DIFC has been conceived as a wholesale centre. There are certain limitations imposed 
‘on it by federal law and on others which implement this wholesale strategy. The effect of 
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these is that insurers cannot do business with individuals from the Centre, and the Centre is 
therefore focused on commercial lines and reinsurance. 


The DFSA regime for insurance 


‘The DFSA Rulebook is divided into modules. Since the DFSA is an integrated regulator, 
many of these apply 1 all firms. Some of these generally applicable modules are concerned 
‘with processes broadly speaking, how firms deal with the DESA. Others are more substantive, 
for example the anti money laundering (AML) rules in the AML Module or the high-level 
systems and controls requirements in the General Module. This Rulebook structure, which is 
broadly similar to that of the FSA. means that there is not an “insurance law" as such: rather, 
the regulatory regime for insurance involves a number of components from different modules 
of the Rulebook. This chapter is concemed mainly with the specifics of the regulation of 
takaful, it does not outline the whole of the regime, for example the provisions on claims 
handling contained in the Conduct of Business Module. However, it should be read bearing 
in mind that this supporting framework of insurance provisions is in place, and iy more 
comprehensive than in many countries of the region 

‘One specific feature of the DFSA regime should also be bome in mind, Like European 
regulators, the DESA does not attempt to regulate prices oF contract terms for insurance ~ 
‘what American regulators would call "rate and form’, Fiven if there were ever a justification 
for doing this ~ and it is specifically forbidden by Luropean Jaw ~ it would be extremely hand 
to argue that it applied to a commercial and reinsurance jurisdiction like the DIFC. tn thiy 
‘rea, a competitive international market is assumed. 

‘The DESA’s capital regime for insurance is a risk-based regime, broadly akin to those 
in Australia and Canada. An insures is expected to hold capital resources, of certain defined 
kinds, which exceed its capital requirement. The capital requirement is the sum of a series 
‘of risk components relating 40 individual risks, both on the asset and the liability sides of the 
balance sheet, For example, there is an investment volatility risk component which addresses 
the risk that investments such as equities will decline in valuo, and which is calculated by 
applying weightings to the insurer’s holdings of the instruments to which market risks of this 
kind may apply. Similarly there is a reserving risk component which addresses the risk that 
the claims on past business will exceed the reserves beld against them, and which is calculated 
by upplying weightings to the amounts held for claims of different classes, These are only 
two of the 10 risk components that make up the capital requirement, although they are (wo 
‘of the more important ones 

Capital resources are defined in a way that, for conventional insurers, broadly equates to 
shareholders’ equity, with certain adjustments. These adjustments ate intended 19 restrict the 
cligible capital resources to those that are available 1 pay policyholders’ claims, and. that 
have reasonable long-term stability 

A firm which passes the DFSA’s capital adequacy testis likely 10 have capital resources 
that would equate Lo an investment grade rating from one of the major rating agencies, 

The capital regime is supported by nules on the valuation of assets and liabilities, through 
4 requirement for an anpual actuarial report, and through quarterly reporting to the DESA 
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There are also comprehensive rules and guidance on risk management, which are applicable 
to both conventional and takafl insurers. 


The DFSA regime for Islamic financial services 


Before discussing the application of the DFSA regime to raknfil. it is necessary to discuss 
aspects of the DFSA regime that apply to all firms conducting Islamic financial services. 

Under the Law Regulating Islamic Financial Business, and its supporting Rules (the 
Islamic Financial Business Module of the Rulebook), any firm which holds itself out as 
conducting Islamic financial business must have a specific endorsement on its licence entitling 
it to do so, (A firm holds itself out in this way if it represents that all oF part of its operations 
are conducted in accordance with Shara.) It must appoint a Shari'a supervisory board (SSB) 
comprising at least three competent members, and there are provisions about conflicts of 
interest and the appointment and dismissal of SSB members. There are requirements for 
Shari'a reviews in accondance with the standants of the Accounting and Auditing Organisation 
for Islamic Financial Institutions (AAOIFD) If iti a fully Islamic firm (rather than an Islamic 
window), its constitution must provide that its business operations will be conducted in 
accordance with Shari'a 

‘The firm must establish an Islamic financial business policies and procedures manual 
Among other things, this must set out how the SSI will carry out its role, how its fatwas, 
rulings und guidelines will be implemented, and how the internal Sharia review will be 
undertaken; The firm must disclose to each customer the names ofits SSB and, if the customer 
sorrequests, how its Siar 'a reviews are contucted. Before distributing any marketing roaterial, 
iemust ensure that the SSB has reviewed the products or services w which the material relates, 

Ne will be seen that the DFSA has defined its role as that of a Shari'a systems regulator 
Icrequires Islamic firms. including takuful firms, to comply with Shari'a, and te have rigorous 
systems in place to enwuire that they de, but dines not itself attempt 10 interpret Sharia 

{In this, it differs from some other regulators. Although the DESA sees the harmonisation 
of Shari'a interpretation as highly important for the future of Islamic financial services, it 
‘does not believe that in this respect it can succeed where others, so far, have not. It sees ne 
point in adding one more set of local interpretations te those already existing in different 
jurisdictions. This would be especially inappropriate to an international centre, in perhaps the 
most international city of the Mustim world. 

In its prudential conduct of business rules, the DESA adopts a very balanced approach, 
integrating Islamic finance into mainstream wherever appropriate yet applying differential 
treatment when required. This is consistent with the approach taken by key Islamic industry 
standard-setting agencies. which are stressing the importance of closer integration between 
Islamic and conventional finance in order to make Islamic finance a sustainable part of the 
global financial system, This approach flows naturally from the fact that the DESA is a risk- 
based regulator. At all points its concern is to identify the actual risks which Islamic firms 
pose, and Where appropriate to mitigate them through the use of regulatory tools. Where the 
Fisks are similar to those posed by conventional firms, in general they will be mitigated in a 
similar way 
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The DFSA regime for takaful 

A takaful insurer must thus follow a strict set of Sharia systems requirements, and a set of 
requirements common to other financial services firms, or specific to insurance, These include, 
for example, requirements for proper risk management systems of for communicating clearly 
jund fairly with customers 

‘The capital regime for insurers outlined above is clearly applicable in its principles to a 
takaful insurer. The risk components respond to risks which exist for all Insurers, whatever 
their form. IChas therefore been possible to integrate requirements for takafiul insurers within 
the regime. 

For example, it has already been noted that capital resources are defined in a way that 
in a conventional insurer broadly equates to shareholders” equity, with adjustments, In the 
case of a takaful tirm, when considering the rakaful fund, the rules provide that amounts 
provided by foan from the owners” equity must be included. The amount of any cakat, oF 
charity fund, must be excluded, because it is not available to pay any claims from contributors. 
‘The rules also define the treatment of owners’ equity that has not been loaned to the takafl 
fund, If the terms of the firm's constitution, or its contracts, confine participation in surpluses 
‘or fosses to the takafu policyholders. then owners’ equity is to be treated in the same way 
ts hybrid capital 

The application of the rules to calculate the capital requirement are in some ways even 
more straightforward. Much of the business undertaken by a sakaful insurer is subject to the 
same risks affecting a conventional insurer, and risk components are applicable in the same 
Way. Iti, of course, necessary to specify the Weatment applicable to certain Islamic contracts, 
in which a takaful insurer is more likely t0 invest than a conventional one, but this is not 
exceptionally difficult. and has been done in the DESAs rules. The risk-based approach means 
that the rules respond naturally 10 some of the specific features and risks of takaful. For 
‘example, there are concentration factors that reypond naturally to concentrations of counterparty 
Fisk, whether this stems from using a limited number of reinsurers oF from a limited choice 
‘of investments. Such risks can occur in either conventional or twkaful insurance, and the 
capital regime will respond in the same way in either case 

There are, however, two impertant points to be addressed. The first is the wakuful mioxel, 
in the sense of the contractual relationship between policyholders and the hakaful operator 
‘The DFSA has chosen not to mandate a particular model, ata time when there is no universally 
accepted model for the takuful industry. The DESA is. however. concerned that, in addition 
to being acceptable to the firm's SSB, the meal chosen shoud not provide perverse incentives. 
For example, it should not encourage the operator to write for volume, regardless of price 
Nor should it encourage the operator to buy more reinsurance than is needed, 40 benefit from 
reinsurance commissions, So far, the DESA has found acceptable a model using al wakala 
for underwriting activities and al mudaraba for investment activities. The al wakula contract 
contains a performance-retated clement related to the underwriting surplus generated in the 
takaful fur 

‘Although itis never possible fully to align the interests of shareholders and policyholders, 
even in a conventional insurance company. the areas where these interests conflict are well 
known and the mechanisms for managing them are established. In the much younger takaful 
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sector, the potential issues are much less explored, and regulators need to pay close attention 
to them in each ease, 

In this context, it should be noted that, although Islamic windows exist in some sectors, 
it is difficult see how they could be used in sakaful. To do so would create a further set 
of potential conflicts, between the interests of conventional and rakfil policybolders. There 
would also be issues relating to the ring-fencing of investments. This does not, of course, 
preclude 4 conventional insurance company setting up a takuful subsidiary, ax several have 
done around the world 

‘The second point is the formal structure of the rakaful operation. There are browdly three 
models which have been explored. One is a fully mutual operation in which there are no 
‘other parties who expect to earn a return. This is broadly the model used in the Sudan. ‘The 
second mode! is that of a mutual entity with an extemal commercial rukafil operator, which 
manages the entity under contract, The third is of one or more mutual rakaful funds embedded 
‘within an entity owned by. and operated on behalf of, shareholders. This seems to be emerging 
ay the dominant moxlel in Asia and much of the Middle East 

Accommodating the DFSA regime to all these models, and to the variants within them, 
‘cam readily be achieved using the waiver and modification powers at the DPSA's disposal 
For example, a sakaful reinsurer within the Centre has a substantial modification to specity 
‘ules und appropriate capital treatment for one or more general rakaful funds within the envelope 
‘of a shareholder company, This modification is based on an existing set of rules governing 
life funds, and of course on the basic capital framework. Like other DFSA waivers and 
moxtifications, it sa matter of public recon 


‘Supervision of takaful firms 


‘The paragraphs above have described the DESA"s approach to the regulation of takaful, with 
‘an emphasis on the regime as expressed in laws and rules. However, this is only one element 
‘of regulation. It is common currency among advanced regulators that the legal regime needs 
tw be supported by active supervision, and by market infrastructure and discipline, As regards 
market infrastructure. both the DSA and other agencies within the DIFC are trying to develop 
4 more solid infrastructure for Islamic finance generally. This includes initiatives for the 
raining of Shari'a scholars with a solid grounding in financial services, wnd also initatives 
to develop Islamic capital markets, with a particular eye to developing bridges between the 
capital markets of the Middle East and those of A 

Ax regards supervision, the DFSA expects to have a continuous relationship with all 
firms providing financial services in the Centre. One element of this is regularrisk assessments, 
the first of which normally takes place around six months after the firm begins operations. It 
examines a wide range of risk elements. fro the external business environment to the quality 
‘of systems and controls in specific areas. In the case of any insurer, Whether conventional or 
Islamic. these would include such things as controls over underwriting and the claims process, 
‘und the quality of the reinsurance programme. In the case of an Islamic firm, they would also 
include the Shari'a systems and controls. with a particular emphasis on whether the controls 
specified it the time of authorisation are actually working in practice 
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From this risk assessment, a risk mitigation programme is developed to address those 
‘areas where risks can and should be mitigated. The single word "should" embraces consider- 
tions of proportionality and cost benefit; insurance is inherently a risk business, and the 
crying of economic risk is an inherent part of Islamic finance. In addition to risk mitigation, 
the risk assessment also determines the intensity of the DFSA’s relationship with the firm, 
including specifically the time before the next full risk assessment. However, either of these 
can be modified by developments, whether in markets or in the structure and practice of the 
firm, 


Future developments in the DFSA regime 


Although the DFSA regime, being risk-based. is easier to apply to takaful than many others, 
and although the DFSA hay remarkable flexibility 1 adapt its regime to the circumstances 
Of individual firms, it remains true that the variety of rakaful operating models is in itself a 
problem for regulators. Even within a single, basic model, there may be variations in 
fundamental matters, such as the strength of the obligation on an operator to fund by loan 
any deficit in the sakaful fund, There may also be variations in the incentives on an operator, 
‘and in the conflicts of interest that may arise, for example when making investment decisions, 
Takuful is still a ¥ery young industry, and is still exploring fundamental questions, while the 
cortesponding questions for the conventional industry were resolved many years ago. 

In areas like this, a fegulator may choose to pre-empt this exploration, by constraining 
the models that can be used, oF, like the DESA, maintaining a system that can be adapted to 
any model which is acceptable to the Shari"a, Neither approach is ideal, although the DESA 
believes that its own approach has clear advantages for an international centre, The future 
clearly lies in harmonisation, whether this is achieved by regulators ar by the industry focusing 
‘on a subset of the permissible models. In this respect the DFSA supports the work of the 
Islamic Financial Services Board on corporate governance in taknful, and looks forward to 
being able to implement its recommendations 


201 


Chapter 18 
Takaful: a regulatory perspective 


Shankar Garigiparthy 
Qutar Financial Centre Regulatory Authority! 


Introduction 
Takaful is an Arabic word meaning ‘guaranteeing each other’ and is essentially insurance 
that is practised in accordance with Shari'a principles. The tabarru’ (donation or gift) system 
is the muin core of the akaful system, making it free from the concepts of uncertainty and 
gambling which are prohibited under the Shari'a 

An Islamic insurance company transact business on a cooperative basis, in accord 
\with and subject to the principles of the Shari'a. AM the fue 
‘companies, such as underwriting, claims management, reinsurance, marketing. investment 
‘management andl vorporate governance, must be undemtaken by a sakuful provider in conformity 
with the principles of the Shari'a. Takaful is similar to cooperative insurance. where members 
contribute a certain sum of money 0 a common pool, which is then used to meet the claims 
made by members, The purpose of this system is not Yo make a profit from underwriting, 
which is prohibited under Shari'a law, but 10 share the risks. However. any surplus will be 
shared by both the Insurer and the policyhoklers 

Whilst the operational framework of conventional insurance may be contrary 10 the tenets 
of the Shari'a, the basic concept of insurance is not. The takaful framework is based on 
solidarity, responsibility and mutual cooperation among members who agree to share the 
defined losses to be paid out. The operational framework of takaful avoids elements of ridxt 
{loterest) and gharur (uncertainty), which are the basic reasons why Sharia scholars consider 
‘conventional insurance as not conforming with the principles of the Shari'a 

Some notable differences between an Islam) 


as follows: 


ons of conventional insurance 


nsurance and! conventional insurance are 


+ an Islamic contract of insurance should not involve any payment of interest as part of its 
investinent activities; 

+ inthe ease of an Islamic life insurance policy, the nominee of the policy is not the beneficiary 
‘of the policy, but merely a trustee, on behalf of the legal "heirs" af the policyholder: 

+ an Islamic insurance contract is only enforceable if it does not contravene the principles 
of Shari'a; an 

+ ifthe policyholder is unable 10 continue making contributions towards the insueance policy, 
then the policy may be terminated. However, any paid contributions must be retumed to 
the policybolder, along with his share of the profits made over such paid contributions 
alter deduction of any operational charges. 
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‘The core principles of sakaful are that: 


+ policyholders cooperate among themselves for their common 00d; 

* every policyholder pays subscriptions to help those that need assistance; 

* losses and liabilities are divided among the community by a pooling xystem; 
+ no advantage is derived at the cost of others; 

+ funds are invested in Shari'a compliant instruments; and 

+ uncertainty is eliminated in respect of subscription and compensation, 


"The tukaful industry has shown remarkable growth in recent years. This is evidenced by the 
increasing number of taka/ul companies worldwide, and the ability of these companies t0 
provide a comprehensive range of products and services, matching those offered by their 
conventional counterparts. Despite such an influx of makuful companies, i is fair to say that 
the rakuful industry is still in its infancy, especially when compared to its more mature Islamic 
thanking counterpart. Tukafl continues to enjoy significant growth as an Islamic alternative 
to conventional insurance, and has grown from being a regional to a global platform. 

‘At the World Takaful Conference, held in Dubai in April 2006, industry leaders 
acknowledged that the following key areas need to be adklressed bby the sukuful industry as a 
matter of priority 


overnance; 
the mole of the regulator; 
prudential standards; and 
consumer protection and disclosure. 


The challenge for regulators 

Regulators must acknowledge the formative state of the rakaful industry and that there continue 
to be a number of issues that need to be resolved. It is therefore paramount that the regulators 
encourage an open and dynamic market that allows for innovation, competition and transparency, 
says to enable the ‘akaful industry to develop and compete with the mare established conventional 
insurance market, while at the same time ensuring that the relevant standards are implemented 
and observed. A majority of the regulators around the world are moving towards a risk-based 
approach fo regulation. Whilst a risk-based approach to regulation may bing about some common 
standards, the following key issues remuin in relation to the tkafial industry 


* lack of common interpreta afl contract; 
© different accounting standards from region 
+ difficulty in asset classifications (acceptability of assets) / limited investment market (for 


Shari'a peoxtucts) 


Whether certain rakaful arrangements are entirely Shari'a compliant is not itself free from 
doubt 


Takaful models 


‘One model of rakufil is based on the principle of af wuxdial (deposit), whereby parties engage 
themselves in an agreement in which one deposits money with the other as an ammaniah 
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(trust) for the purpose of safe-keeping. Some scholars consider this to be similar to an insurance 
eontract, 

‘A second school of thought is that the general practice of insurance is acceptable, except 
for life insurance. The argument is that having a life insurance policy involves elements of 
‘gambling and uncertainty and therefore is contradictory to the principles of the Sharia 

‘A third school of thought is that insurance involves interest and uncertainty and is therefore 
not acceptable at all under Sharia. The idea of buying protection against an unexpected loss 
could be contradictory 0 some Shari'a principles. 

In practice, there are essentially two fundamental takafid models. which are widely accepted 
and practised. 


* The wakala (agency) model: Under this model, a person or a group of people will delegate 
thei rights o¢ business to an operator, which will act as their agent and representative, In 
this avodel, the akaful operator is the provider of the business capital and takes on the 
business risk in developing and operating the takayul business on behalf of the participants, 
The wakala operator makes his income from the fees in relation to the contributions, risk 
premiums, investment returns and any surplus generated. 

© The mudarabs (cooperative) model: A mudaraba contract is essentially a profit-sharing 
‘contract. where generally 100 per cent of any surplus is retuned to the participants, There 
ie variances between the different mudaraba models, wherein some operators share in 
the surplus and others do not. Similarly, some operators will charge the participants for 
expenses incurred When others Jo not 


Whilst the fundamental principles under both models are similar. in that they both operate 
‘om the principles af compensation and shared responsibilities where the resources are pooled 
to help others, there is divergence in views in terms of what constitutes insurance as well as 
the issues relating to the practice of rakuful in general (see above). 

From a regulatory perspective, the adoption of different rakaful models should not be at 
issue, Most regulators work on the presumption that it is the board of the fakaful entity that 
‘must ultimately be satived that the model chosen is appropriate for the business strategy 
being adopted and is Shari'a compliant. By prescribing the relevant mode, the regulator may 
be unnevessarily restricting the industry, Instead, the regulator should focus on ensuring that 
the sakaful operator has the relevant systems and controls in place t ensure Shari'a 
compliance 


Key regulatory issues to consider 


On the regulatory front, Islamic finance in general continues to pose challenges to regulatory 
in their quest to match the requirements of a conventional regulatory framework, while at the 
same time upholding the concept of Shari'a. Some key concepts that are of importance 10 
regulators are the development af capital adequacy and solvency, risk assessment and corporate 
governance, Another challenge is to develop internationally acceptable standards for the 
regulation of the sakafiul industry, particularly in relation to the different Shari'a interpretations. 

Many of the issues that have faced the Shari'a scholars over the years are being resolved. 
with the inclusion of life skaful. However, some of the other issues, such as a common 
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practice between operators and the issue of sharing the surplus in a mudaraba contract remain 
to be resolved. 


‘Transparency 

‘Transparency is a key component that needs to be addressed within the takaftd industry. The 
transfer of risk between the policyholder and the insurer in a zakaful contract must be clear, 
It is only natural that both the insurer and the policyholder are interested in a rate of return 
that is fair and adequate for the risk being assumed. Unlike a conventional insurance contract, 
where the insurance company underwrites for a profit, the rate charged under a akaful contract 
cannot be excessive 


Size 


‘The limited size of the Islamic investment market may be a constraint on the potential growth 
of the takafiul industry, From a regulatory perspective, the sakaful entity must be able to meet 
the appropriate solvency thresholds and the small size of the investment market could limit 
the extent to which the takaful entities can diversify their investments. Similarly, restrictions 
‘on investment strategy for a takaful entity may limit the potential for investment returns, 
which could in tum lead to a higher pricing of the risk and thereby put the takaful entity at 
a disadvantage to its conventional counterparts. 


Asset-management capabilities 

The success of the sakuful industry is linked in many ways to the asset-management 
capabilities of the Islamic finance industry. The funds from the sharebolders as well as the 
policyholders must be invested in a Shari'a compliant manner. A strong asset manager witl 
provide the best possible investment returns for the takafu! entity, thereby enhancing. the 
returns for the shareholder and the policyboller. The investment industry is seeing some 
interesting initiatives within the private equity, structured altemative investments and suki 
sectors, The introduction of sukuk, in particular, as an asset clays, hus allowed the takufut 
industry to create new long-term insurance products. A rukafil entity can essentially mobilise 
Jong-term premiums and invest them in the available Islamic investment avenues. As 
custodians of policyholder monies, takuful entities must Hot only ensure that the funds are 
Shari'a compliant, but arc soundly managed to instill confidence amongst the increasingly 
sophisticated public, particularly in terms of delivering returns. 


Capital requirements 
Issues remain from the viewpoint of what constitutes acceptable assets for calculation of 
capital requirements. A number of models that are used by reyulators for calculating eapital 
requirements rely on the use of rating criteria for asset classification as well as for investinent 
Volatility purposes. As many Islamic investments are not rated. a number of Islamic investments 
(other than sukuk) do not get due recognition and therefore may be categorised inappropriately. 
Financial strength is a key factor when considering the risk posed by an insurance company 
to the policyholder and a regulator is therefore keen to ensure that a company has adequate 
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financial resources, particularly when assessing the company's susceptibility to large losses, 
AS the rakaful industry expands, the risks increase and as a result put a strain on the capital 
supporting the sakaful entity. Of particular significance ts the ability of the sakuful entity to 
raise cupital to counter any capital erosion in times of strain. A conventional insurance company 
‘generally retains a significant proportion of its profits and ean also raise any additional capital 
from extemal sources. A lakaful entity has access to similar capital-raising solutions; however 
the effectiveness of some of the capital supporting the venture needs to be verified for its 
robustness, such 4s the commitment of the capital for the longer term and also the ability of 
the capital providers to respond to large loss scenarios 


Contract certainty 


Contract certainty is another buzzword in the conventional insurance industry. The sakaful 
industry should work towards developing standard clauses of contract that define the relationship 
of the parties to the contract, especially addressing the issue of contributions in relation to 
different rakaful models and distribution of the surplus. It ix widely acknowledged that there 
1s a need to standandise the terminology and the definitions for use in contract documents 


Re-takaful 


‘The absence of a robust re-takaful industry is proving to be another constraint on the growth 
of tukaful. Takaful entities are continuing to rely on the conventional reinsurance markets in 
onder to mitigate risk. Building a robust re-takafu! industry would not only serve to strengthen 
tand enhance the financial capacity of the taku/il industry, but would ultimately contribute 
towards the overall robustness of the Islamic financial system. 

‘There is an enormous scope for the expansion of fakaful not just within the Muslim 
but also with non-Muslims. A number of non-Muslims may find takafil 10 be 
‘an attractive proposition, dae to its ethical investment policies. The Islamic financial industry 
is gaining wider acceptance and recognition and has expanded well beyond the traditional 
borders of the Mustim-based economies and into the major industrial economies, thereby 
becoming an integral component of the global financial system. 


Regulatory institutions 

There are several international institutions that are working towards international Shari'a 
compliant standards, inchiding the Islamic Financial Services Board (IFSB), Intemational 
Association af Insurance Supervisors (IAIS) and Accounting and Auditing Organisation for 
Islamic Financial Institutions (AAOIFI). This is a positive step, as the insurance industry in 
general, both sakaful and conventional. is operating in the same environment. The role of the 
regulator should be directed towards developing a common and consistent. regulatory 
framework that would allow development of the rakuful industry and create now takaful 
Products. As we are aware. the insurance culture in the Islamic world is at a relatively early 
stage of development. There is an enormous need to educate people about the benefits of 
takaful. The takaful industry can play a significant role in educating the Islamic world on 
the benefits of rakaful and insurance in general. Regulators must again work along with the 
industry on this issue as it wll help contribute towards the development of the market generally 
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Regulation of takaful in the QFCRA 

‘The Qatar Financial Centre Regulatory Authority takes a somewhat less interventionist approach 
to takaful insurance than some of its regional counterparts. The provisions of its rulebooks 
relating to rakufil are to be found in the Islamic Finance Rulebook and the Prudential Insurance 
Rulebook, which contains a chapter entitled “Additional Requirements for Takaful Entities’, 

In onder to carry on takaful insurance in the QFC. a QFCRA authorised insurer naust first 
apply to the QFCRA for an “endorsement” to its authorization permitting it to conduct “Islamic 
Finance Business’ (that is. the business of carrying on one or mote regulated activities in 
accordance with Shari'a") either as an Islamic finance institution (‘an authorised firm whose 
‘entire business operations are conducted in accordance with Shari'a") of by operating an “Islamic 
Window" (whereby a firm ‘conducts Islamic financial business asa part of its business operations’), 

‘Operating as an Islamic financial institution entails certain additional requirements designed 
to ensure Shari'a compliance, These include establishing a “policies and procedures manual’ 
designed to address Shari'a compliance issues, the appointment of a Shari'a Supervisory 
Board, Membership of such a board is not, however, a controlled function and is thus not 
subject to the approval of the QFCRA. The board is required to prepare an annual report (in 
accordance with AAOIFI standards on governance) om the firm's compliance with the Sharia 
andl must submit that report to the QFCRA. An Islamic financial institution is required to 
disclose to clients the membership of its Shari'a Supervisory Board along with the manner 
and frequency of it Shari'a reviews. 

Beyond these relatively high-level requirements which essentially provide that Islamic 
financial institutions must police themselves, the QFCRA does not choose to intervene on 
matters of Shari'a compliance. In particular the QFCRA does not require a tukaful insurer 
1o organise its business according to any particular models. The only structural requirement 
is that the insurer maintains segregated sakaful funds anid identifies the assets and liabilities 
attributable to each. The QFCRA applies its risk-based capital adequacy model to the firm 
ax a whole rather (referred t0 as the “takaful entity") than to individual sakafil funds. This 
avoids the possibility of a takaful fund requiring a free loan from shareholder funds 

As for distributions of surplus firm is required to maintain a written policy for determining 
the surplus or deficit arising from each category of its takafidl business, the basis of distributing 
that surplus or deficit between the participants and the shareholders, and the method of 
transferring any surplus oF deficit to the participants. Such policies nmust comply with AAOIFL 
standards including Financial Accounting Standard No. 13, A takafwl entity may not make 
any distribution from a particular takaful fund if the entity does not meet its minimum capital 
requirement, or would not do so if the distribution was made. Again, the possibility of 
policyholders actually having to pay an additional contribution to make up a deficit on a 
takaful furel is offset by the option (in accordance with AAOIFL FAS 13) of borrowing the 
shortfall from the shareholder funds. 

‘The only other QFCRA provisions relating to fakaful insurance prohibit an insurer from 
making a loan from a takaful fund, They require the firm to make certain disclosures in its 
financial statements including its approach to allocating the surplus or deficit on the takaful 
fund. 


1 Please nove thatthe views aml comments expressed within this chagter ate the nividal view «oF the author 
ara doo represent the views f ay organisation 0 person with which the author ray be aswnciated 


207 


Chapter 19 


The legal and regulatory 
framework of the Malaysian 
takaful industry 


Wan Mohd Nzri Wan Osm 
Bank Negara Malaysia 


Introduction 


‘This chapter analyses the general approaches taken by the regulator of the akafi! industry 
in Malaysia towards developing a comprehensive legal and regulatory framework governing 
the fakaful industry. The chapter also discusses the main building blocks of the sakaful reyulatory 
framework in Malaysia as Well as highlighting some key strategic initiatives that serve as the 
foundation for ensuring the orderly growth and sustained development of the takaful industry 
in Malaysia, 


Takaful regulation: general approaches 
[As one of the ploncers in the establishment of the new-emerging fakafu industry. designing 
‘an appropriate regulatory framework for the takaful industry in Malaysia poses a unique 
challenge for the regulator. A numberof conflicting objectives and targets have to be analysed 
‘and pat into a proper perspective of order. A structured strategy that isa combination of some 
key approaches seems to form the nuain thrust of the overall design of the rakafidl regulatory 
framework in Malaysia as follows 

First, af the upper stritegic level. a cle 

ved to balance the conf 


siget has been set so as to ensure that equilibrium 
nig objectives among the regulator, opera 
as well as other domestic and international stakeholders (see Exhibit 19.1). In balancing these 
abjectives, the main thrust for the taknaful regulation has always been directed 
towards facilitating the development of a dynamic, competitive and efficient rakaful industry 
and safeguarding the interest of the participants (policyholders) while ensuring that the 
operations of fukaful business conform to the principles of the Shari'a. 

Secondly, in desig 


fs. consumers 


conflict, 


ing and implementing a repulatory framework for the tukaful industry 
in a dual system where conventional insurers and sakaful operators are operating side-by 
been adopted in formulating a framework that not only takes 
{nlo account the unique characteristics peculiar to the takaful business. but that does not put 


takaful opera 


side, a holistic approach bi 


s at a comparative disadvantage and affect the 


reness and growth 
potential in the overall financial system tn this dual environment, it is vital to maintain 
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Exhibit 19.1 
Considerations in formulating regulation 


Exhibit 19.2 
‘The approach in regulatory forumulation 


ae 
Adopt the commen reguiatory standards applicable to | © Filand proper criteria tor directors and 
(melon 


Insurance sector with modthcations to si? oe 
species of tohohs! operations ond the Shavi'o 
requirements 


‘ersute Sher compnce 

* Disclosure requirements thot cloaty tt out 
the proper contractual relation, rights and 
obligations of the portion in he tol 
conc! 


Formulole 6 seporote regulolory tondard io oddess |» Shov'agovemance Komework lo ensure 
the unique characteristics of tahohd | Shor'a compliance 


‘Source: Author's own 


harmonisation within the regulatory infrastructure, whilst ensuring the specificities and unique 
features of takaful operation are safeguarded. The approach in regulatory formulation has 
therefore been three-fold, as Exhibit 19.2 illustrates. 
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‘Thirdly. acknowledging that the existence of infrastructure is key to the sustainability of 
this new industry, a cumulative and phased-in approach towards the institutional development 
based on need and readiness of the industry has been adopted. The initial phase of development 
focused on institutional building in the 1980s, providing the basic infrastructure to allow the 
establishment of the first takaful operator in Malaysia. This was followed by the introduction 
of competition to the industry with the entry of another takufil operator and enhancement of 
international cooperation among the regional akuful operators as a way {o promote re-takaful 
arrangements among the players in the 1990s. The financial liberalisation and heightened 
global competition in the twenty-first century, however, necessitate more intensive efforts to 
further strengthen the capacity and. potential of the sakaful industry through a process of 
structural expansion and accelerated development of the rakaful industry, This is reinforced 
by the introduction of the Financial Sector Master Plan in 2001, which charts the future 
direction of the financial system and outlines the strategies to achieve an effective, efficient 
and resilient financial system, including the saka/ul sector. Exhibit 19.3 provides a chronology 
of events in the development of the Malaysian ¢akaful industry 


Exhibit 19.3 
Chronology of events in the development of the Malaysian takaful industry 
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Source: Author's own 
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The building blocks of the takaful regulatory framework 

ince its establishment more than 20 years ago, the takaful industry in Malaysia has 
consistently registered strong growth and has proven to be resilient in the face of intense 
competition from the more advanced insurance industry. The takaful industry has recorded 
average annual growth rates of 27 per cent and 19 per cent in assets and net contributions 
respectively since 2000. By 2005 it had reached a market penetration of 61 per cent, a 
‘manifestation of growing awareness of the public to the benefits ofthe fakaful scheme, Exhibit 
19.4 illustrates the performance of the Malaysian zakaful industry. 

The encouraging development of sakaful in Malaysia is supported by a strong takaful 
regulatory framework that provides an enabling eaviroament for its orderly growth and 
development. In essence, the comprehensive regulatory infrastructure in Malaysia consists of 
the robust legal structure that underpins the establishment and operations of takaful operators, 
strong Shari'a governance to ensure the Shari'a compliant conduct and operations of the 
players, sound prudential and governance standards to address the risk management aspect 
as well as strong consumer protection and supervisory regimes. 


Robust legal framework 


Islamic finance is recognised in Malaysia as a complete system forming part of the mainstream. 
financial system. This is evident from the enactment of a dedicated legislation governing the 
establishment, registration, conduct and operation of tukaful operators in Malaysia. Enacted 
1984, the Takaful Act provides certain powers to the regulator to supervise the industry 
‘and requires the establishment of a Sharia committee by the takafiul operator Which servex 
‘asa foundation for ensuring that the business operations of a zakaful operator are in compliance 


Exhibit 19.4 
Performance of the takaful industry 
Conmbunans Assets 
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Source Author's own 
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with Shara principles at all times. A comprehensive review of the Takaful Act is being 
undertaken at time of writing (mid-2006) as part of the continuing efforts to enhance the 
effectiveness of the legislative framework governing the takaful industry and strengthening 
the consumer protection in fine with the rapkily changing environment surrounding the industry. 

In addition to the proposed review of the Takaful Act 1984 as the main legislation for the 
takaful industry. a structured mechanism in the form of the Law Review Committee has been 
set up 0 ensure that other relevant legislation would continue to facilitate further development 
of the industry and to ensure a conducive legal environment to cater for the unique nature of 
transactions in Islamic finance to continue to exist. Among others, the Law Review Committee 
1s responsible for reviewing the existing laws, including tax and stamp duty Jaws, company 
Jaws, land laws and procedural laws, aod making recommendations 1 the relevant authorities 
to enable the smooth execution of Islamic financial contracts, For instance. the tax neutrality 
policy for banking and finance in order to create equitable tax treatment of Islamic financial 
transactions vis-d-Vis similar conventional transactions bas been recommended to, and thereafler 
opted by the government. 

To enhance the dispute resolution mechanism for cases involving Islamic finance, a dedicated 
High Court has been established 10 adjudicate all muamalar cases (this refers 10 previous 
‘Shari'a eulings (fatwa) relating to particular cases involving commercial and financial disputes) 
in the Commercial Division of High Court Kuala Lumpur since 2003, The establishment of 
the dedicated High Court for Istamic finance is aimed at expediting the hearing of Islamic 
finance cases and further increasing public confidence in Islamic banking and finance. 

‘To complement the court system, the Regional Centre for Arbitration Kuala Lumpur is 
ell positioned to serve as an alternative dispute resolution mechanism for Islamic finance, 
especially for high scale financing facilities. The Regional Centre for Arbitration Kuala Lumpur 
is readying itself to be the international arbitration centre for Islamic banking and finance busi- 
ness, in line with Malaysia's effort to be the regional centre for Islamic tanking and finance, 


Strong Shari'a framework 


A comprehensive Shari'a framework to govern the operation of takaful business is recognised 
1s one of the pre-requisites for a strong and stable fakifiul industry. A strong Shari'a framework 
combined with sound legal and regulatory structure is essential as a foundation to accelerate 
the pace of development and innovation of the rakaful industry. A thiec-prong strategy is 
adopted towards establishing a strong Shari'a framework for the Islamic financial industry in 
Malaysia as follows: 


© first, set outa Shari'a povernance structure with appropriate organs to achieve this objective: 

* secondly, strengthen Shari'a supervision to ensure Shari'a compliance by the takaful 
operators; and 

© thirdly, enhance the level of competency of the Shari'a scholars 


The two-tier Shari'a framework adopted in Malaysia includes regulation by the National Shari'a 
Advisory Council in Bank Negara Malaysia and Shari’ committees established in each of 
the 1akaful operators, 


212 


jan ¢akaful industry 


‘The National Shari'a Advisory Council in Bank Negara Malaysia 

‘The National Shari'a Advisory Council (now known as the Sharla Advisory Council for 
Islamic Banking and Takaful (SAC)) was established in Bank Negara Malaysia in May 1997 
with the objective of determining the Shari'a rulings on Islamic banking. finance and takaful 
transactions conducted by financial institutions under the purview of the Bank, It hay the 
authority to harmonise any differences of Shari'a interpretation for matters within its 
Jurisdiction. The Central Bank of Malaysia Act 1958 and the Takaful Act 1984 were amended 
in 2003 to reinforce the role of the SAC and provide legal recognition as the authoritative 
body on Shari'a matters relating to Islamic banking and finance. In addition, the status of 
the SAC has been elevated as the reference point for the court and arbitrator in any dispute 
that involves Shari'a issues on cases involving Islamic banking and finance. 


Shari'a committees 

A tukaful operator is required by law to establish a Shari'a committee as part of its internal 
‘governance in order 1o ensure compliance with the Shari'a, Bank Negara Malay'sia has issued 
the Guidelines on the Governance of Shari'a Committees for the Islamic Financial Institutions 
1o further strengthen the Shari'a governance of Islamic financial institutions, The Guidelines 
were issued to enhance uniformity of Shari'a decisions by streambining the functions and 
duties of Shari'a committees in the industry with that of the SAC. The Guidelines also set 
the competency level for each member of the Shari'a committees in an effort to enlarge the 
pool of Shari'a personnel competent in Islamic banking and rkiafil. 

In terms of Shuri'a supervision, Bank Negara Malaysia accords continuous focus to assess 
the compliance of sakaful operators with the Shari'a principles and governance process. Bank 
Negara Malaysia also evaluates the effectiveness of Shari'a commitices in providing proper 
advice and validating the Shari“a compatibility of the daily operational matters, Similarly 
Internal auditors are also required 10 consciously play their role in ensuring thal fakaful operators 
comply with the Shari'a principles by formulating a comprehensive audit program for Shari'a 
compliance and equipping themselves with the required knowledge in performing their duty 

Bank Negara Malaysia also undertakes # number of significant initiatives to develop and 
promote Shari'a dynamism and convergence on the international front It includes the 
‘organisation of Shari'a scholars’ dialogues with the objective of promoting convergence and 
harmonisation of Shari'a interpretations and appreciation among the Shari'a scholars in the 
development of Islamic banking and finance at the global front. The dialogues which have 
been held, both at the international and regional levels, have pravided a good networking 
platform: to bridge the gap amongst Shari'a scholars in terms of fostering understanding and 
appreciation of Shari'a implementation in various jurisdictions and to facilitate the integration 
of the domestic Islamic financial system with the global Islamic financial system. 

The other initiative undertaken by Bank Negara Malaysia is the establishment of the 
RM200m Fund for Shari'a Scholars in Islamic Finance. The Sharia Fund will provide the 
resources to finance Shari’a rescarch activities, scholarships for Shari“a studies as well as 
‘organising the annual international Sharia scholars’ dialogue. The Shari'a Fund wil facilitate 
the creation and development of competent Sharia scholars equipped with sound knowledge 
and expertise in both Islamic laws and Figh Muamalat to deal with the ever-changing dynamism 
Of the Islamic financial industry 
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Flexible operational framework 


Takaful operators have the flexibility of operating their takaful business under different xakaful 
‘operational models. There are two operational models adopted by the rakaful operators. 


Mudaraba (profit-sharing) model 

‘Two Malaysian operators adopt the mudaraba (profit-sharing) model in their business 
operations, with several variations in terms of treatment of management expenses, product 
design and the distribution channels. Under the mudaraba contract, the fakaful operator acts 
‘as u mudarib (entcepreneur) and the participants as rabbul mal (capital providers). The contract 
specifies how the surplus from the 1akaful operations is to be shared between the tahaful 
‘operator and the participants. Under this type of contract, lowses are bore by the participants 
as the capital provider, However, to protect the interest of the participants, the takaful operators 
‘are required to observe prudential rules including provision of interest-free loans by the operators 
to the Jukuful risk funds in the event that there is deficiency in the rakafiul risk funds, 


Wakala (agency) model 

‘The other operators in Malaysia apply the wakala model in their business operations, The 
wakala concept is essentially aa agent principal relationship, where the rakaful operator acts 
4s an agent on behalf of the participants and earns a fee for services rendered. The fee can 
be a fixed amount or based on an agreed ratio of investment profit or surplus of the takaful 
funds, 


Prudential and governance framework 


Tn the conduct of the fakifil business under both operabonal models, takaful operators are 
‘required to comply with the Shari'a principles and prudential requirements. The overall guiding 
principles for the formulation of comprehensive and sound prudential and governance 
standards are illustrated in Exhibit 19.5, 


Strong market conduct and consumer-protection framework 


A strong consumer protection framework is essential (9 taintain public confidence in the 
tukaful industry acd hence enable the rakaful operators to effectively perform their role within 
the economy as a mobiliser of long-term savings. Promoting sound business practices and 
the fair treatment of consumers within such a framework is critical with mounting pressures 
on takaful operators 0 achieve business growth under increasingly more competitive 
conditions 

‘A muilti-pronged approach has beea adopted in developing a comprehensive market conduct 
and consumer protection framework, encompassing initiatives to promote the visibility of 
takaful proxtucts and services, enhance the financial literacy and awareness among consumers 
fay well as strengthen the regulatory framework governing market practices by introducing 
guidelines and circulars. Exhibit 19.7 summarises the initiatives that have been implemented 
{in the area of strengthening market conduct within the rakaful industry. 
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Exhibit 19.5 
Guilding principles for prudential and governance standards 


Source: Author's own 


Effective supervisory framework 
Whilst the appropriate regulations and standands are vital to ensure the orderly development 
of the takaful industry, of equal importance is the oversight and monitoring of the 1akafil 
‘operators through effective supervision by the regulatory authority to ensure that the players 
‘operate in a sound and safe manner. and the prudential requirements are observed. Lack of 
‘oversight, inadequate checks and balances, and over-exposure to risks are amongst the factors 
that may result in vulnerabilities not only to the takafu! industry, but to the financial system 
as a whole. Since 2003, Bank Negara Malaysia has embarked on a strategic shift in its 
supervisory philosophy and approach, which has resulted in a transformation from a bottom: 
Up, audit-based supervision approgch to one that is more holistic and forward-looking. This 
is achieved via the implementation of the Risk-Based Supervisory Framework. The new 
supervisory process uses a structured approach fo assess a takaful operator's risk protil, its 
financial condition, and the adequacy of its operational management and risk management 
systems, in order to form an overall assessment of the insurer's or takaful operator's health 
and the likelihood of key risks materialising in the future 

In line with the increasing focus on consumer protection, supervision of the conduet of 
tukaful operators is also carried out to ensure that the rights of participants and the public are 
appropriately protected. Under the new framework, market conduct supervisions are dealt 
with separately using a separate supervisory framework. The results of bath supervisory 
processes Will be consolidated to reflect appropriately the twhaful operator's overall position 
in terms of its financial condition and market conduct. 
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Exhibit 19.6 
Guidelines regulating takaful operators 


To ensure adequate protechon othe = Guidelines on operating conn a Family ohahdl buvens impeve 
toto kinds, gudatines ond cress lets to con ocayaniton cos, amprove operational efciency of 
hove been iswed to safeguard the tkful | th operators and prow beer valve for contin ho 
fund 30.010 ennure ot the heh ove | partpant. 

not depleted hwugh mprupe usage ort | * Guida on che settemanh practices apecity fhe minimum 
unsound invesinean ssordords for promt ond for payment of claims 2s well a ensure 


tet porymens of claims 14 made on a tantly manner 

© Tobohd (Prescribed Financial Instiivhon, Lean and Investments) 
Rednins 2003 specily he soreatmartaverves ce asnan ob 
Iohohd fonds 3008 % enna 0 balance bade prt 
masemsaton and prudent management of takaful hundy 


Stangihen corporate governance ard mk | # To ents te efeciveness cf overol management, toh! 

management prontivs “operators crm reared Yo cbuerwe the Guidelines on Directorship for 
Tobah Operators which govern he appoint of diwctors and 
chil euectives ana the sting wp of board commimens,inchting & 
‘ak managamers comm ites 

1 be onknen haha! parody ov lao required 10 ere 
‘predental lm and candor ampoved on the outnourcing of te 
maragement of thou! hd 5 as Wy ansute that the hind one 
[properly managed within the occapaed nih management 
Memnweh 


Source: Author's own 


Focus has also been accorded to enhance the overall information system (IS) governance 
as well ws to promote IS best practices in the fukafi! eperator in response to the rapid 
development of technology. These include on-site examinations, off-site monitoring, issuance 
of guidelines on the management of the IS environment and improving the standards of 18 
supervision by benchmarking against other proven IS auditing standards, Effort ts also being 
directed at developing a system to enhance the off-site monitoring function through a database 
of information on the development and usage of technology by the takaful operators. ‘This 
Would provide # mechanism for early Warning on potential systemic risks and benchmarking 
of core processes across the takaful operators, 


Key strategic initiatives 


AL the core of the regulatory building blocks of the takafil industry, there are several strategic 
initiatives undertaken to strengthen the regulatory and supervisory framework of the takaful 
industry, Some af the key strategic initiatives are explained below. 
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Exhibit 19.7 
Initiatives to strengthen market conduct in the takaful industry 
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The development of a comprehensive Islamic financial system 
In developing the takufi industry. a comprehensive approach is taken by placing equal emphasis 
(on ull core components of the overall Istamic financial system, namely the Islamic banking, 
the takaful, and the Islamic money and capital markets. Exhibit 19.8 illustrates how this is 
structured. The development of the core components in a structured manner creates synergy, 
thus providing a conducive environment for the Islamic financial system to be an efficient 
mobiliser of resources and provider of financing for productive economic activity. This enables 
the rakaful operators to keep pace with their conventional counterparts in terms of providing 
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Exhibit 19.8, 
The interdependency of Islamic market players 
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competitive, Shari'a-approved products. The comprehensive structure also enhances the 
resilience and robustness of the Islamic financial system to withstand financial shocks snd 
contributes to inetease the overall stability of the Malaysian Islamic financial system 


The development of human talent 


To sustain and support the future growth of the takaful industry, an important prerequisite is 
the development of the talent and expertise that is necded to drive innovation and 10 raise 
the performance of the takaful industry to greater success. The key success factor lies in 
takaful operators having a high level of expertise in all relevant areas: the management of 
takaful business including technical, actuarial, distribution, underwriting. investment, and 
‘understanding of the Shari'a, as well as strong leadership at the helm. 

‘To be able to assist in meeting this increasing demand for intellectual capital, several 
initiatives have boon taken te develop human capital at all levels in Islamic finance, including 
the leaders. the technical personnel as Well as the regulators. It includes the establishment of 
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Exhibit 19.9 
Total human capital development solution for Islamic finance 
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dedicated training and educational centres such ax the Islamic Banking and Finance Institute 
Malaysia (IBFIM), the International Centre of Education in Islamic Finance (INCEIF) and 
the International Centre for Leadership in Finance (ICLIF). There are also strong strategic 
alliances with foreign international players, whereby » number of takaful licences have been 
issued to highty-reputable international financial institutions with the otyctive, among others 
to enbance the technical knowledge in the market. 


The promotion of a dynamic, consumer-centric approach 
In the rapidly changing and competitive financial landscape, a significant challenge for the 
1akaful industry isto compete effectively and sharpen its competitive edge to respond proactively 
{0 the more sophisticated and differentiated demand of more discerning consumers. Indeed, 
more demanding customers with higher expectations Will see greater consumer activism exerting 
its influence om the sakaful industry 

Extensive efforts have therefore been undertaken by ‘akaful operators to understand 
the needs of different customer segments, build better customer relationships and address the 
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preferences of specific customer segments. A wider range of products, such as annuities, 
investment-linked and medical and health products. are now available to meet the needs of 
the customers. These efforts are undertaken with the recognition that customer acceptance is 
ey to the success of this industry 

Emphasis is also accorded to efforts to improve the consumer-protection framework as 
well as enhance the effectiveness and efficiency of the takaful operators. Focus has been 
directed to formulate and develop comprehensive policies and initiatives that encourage zakaful 
‘operators to meet the expectations of the consumers. Continuous measures to enhance the 
‘operational efficiency and effectiveness of the takaful operators and improve the market conduct 
and practices to further safeguard the interest of consumers have always been among the 
regulator's main agenda items 


Conclusion 


The challenge to develop regulatory standards that remain true to Islamic core principles ix 
aan important element in the development and growth of the takafil industry. The development 
Of 4 takaful industry that is able to contribute towards stability and balanced growth needs 
to be achieved in the context of a rigorous and robust legal, regulatory and supervisory regime. 
This is reinforced by effective supervision, a strong Shari'a framework, and an efficient 
Judicial system to promote confidence and soundness in the faksfil industry. 1 is with the 
combined commitment and concerted efforts by the regulators, the international standard 
setting bodies, the industry and market participants that these goals can be achieved. 
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Chapter 20 


Moody’s approach to analysing 
takaful companies 


Timour Boudkeey 
Moody's Investors Service 


Introduction 


Takaful has shown very Impressive premium growth rates of about 20 per cent since 200 
Total rakaful premiums exceeded USS2bn in 2005, and are expected to reach US$7.4bn by 
2015. It is believed that one of the key reasons for the remarkable pace of growth relates 10 
the difficulties that traditional insurers are facing in complying with the Shari'a as a result 
of their investment strategies. A typical conventional insurer will commit a substantial portion 
of its investment portfolio, usually in excess of 80 per cent, to fixed-income securities in 
‘onder to reduce risk on the asset side of its balance sheet and maximise the amount of eapital 
available to support its liabilities 

Indeed, asset risk can often be one of the more important factors driving an insure! 
credit ratings. However, under the Shari'a, riba (interest) is forbidden, which disqualifies 
conventional bonds ax an acceptable axset class. This restriction also imposes limitations on 
certain sources of funding for the insurer, such as senior or subordinated debt, or hybrid 
capital. In addition, as equity investments can only be made in Shari"a compliant companies, 
this rules out investinents in businesses involved in alcohol, gambling. pork-related products 
land conventional financial services, 1 name just a few. 

The development of takaful goes hand in hand with 
Sha the areas of Islamic banking. and Islamic 
capital markets, Indeed, access to Islamic financial products is very important for a takafit 
company as they offer the best way to build a non-riba asset base without exposing the 


of other types of innovative 


‘a compliant financial prostucts, such as those 


company 10 excessive risk, as Would be the case if riba way avoided by allocating a large 
Portion of the portfolio to equities and/or real esta 
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operation, or solidarity. A rakaful company is similar w a conventional mut 
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What benefits does a rating offer to a takaful company? 


As is common for conventional insurers across the world, the financial strength of rakaful 
operators will not be uniform. As such, and particularly bearing in mind the increasing 
competition, obtaining a financial strength rating from a recognised international rating agency 
may demonstrate to fund members that their company provides them with adequate financial 
security. In some countries, being rated can also have regulatory benefits, as regulators 
increasingly incorporate rating ageney views into their frameworks. Going through the rating 
process also demonstrates to the outside world, including reinsurers, the adequacy of internal 
steering and risk management systems 

Many of the fakaful companies are quite young and do not yet have an established track 
record, While this in itself is not an impediment to being rated. i's important to have appropriate 
risk management structures and practices in place to successfully complete the rating proves. 
‘The pedigree and track record of senior management, as well as the breadth and depth of the 
management and actuarial teams, also tend to play a very important role 


Analysing the financial strength of a takaful 
company: Moody's approach 


‘As noted, there are substantial similarities between most common types of rakafil and mutual 
insurance, Ax a result, and given that the distinction between a “premium” and a ‘donation’ 
is in most cases more cultural than economic, Mocdy’s approach to analysing a kakaful company 
is very similar te that of a conventional mutual insurance company. Below is a description 
of Moody's global methodology for rating insurance companies (the overall framework applies 
{0 both life companies and property and casualty companies, with some minor differences) 

However, the credit strengths and weaknesses of a typical takaful company will be 
influenced by a number of considerations that do not apply to a Western mutual insurer. As 
‘a result, at the relevant point in the description of the methodology, we will discuss additional 
considerations relating to corporate governance, asset allocation, structural features, capital 
sation strategies and the regulatory environment that need to be taken into account when 
rating. takaful company 

It should be noted that in general Moody's does not view mutual (cooperative) operating 
structures as betler oF worse than sharcholder structures Indeed, many mutual insurers in 
Western Europe are rated A3 or better for insurance financial strength, generally in line with 
publicly traded peers of a similar size and business profile 


Moody's methodological framework 


Moody's insurance ratings reflect it 


opinion of a company's long-term relative risk and are, 
of necessity. forward-looking in nature because they apply ty liabilities that may pay out over 
Jong periods of time. Historical experience has shown that looking only af the current financial 
condition of the company is not always an accurate predictor of the company’s future financial 
performance and financial strength. Therefore Moody's analytical approach includes not only 


Moody's approach to analysing takaful companies. 


‘quantitative analysis but also a significant degree of qualitative analysis incorporating the 
‘opinions and judgments of experienced analysts. 

Moody's approach to rating the various obligations of insurance organisations is rooted 
in an assessment of the financial strength of the main operating units within those organisations, 
This assessment is represented by the insurance financial-strength ratings that it assigns to, 
‘operating insurers. It first develops a financial-strength rating for a stand-alone entity before 
taking into consideration any parental support that may also be factored into the final rating, 
It frequently also assigns other ratings within the group (for example, on senior unsecured 
debt issued by the insurer oF its parent company). Any such ratings are typically determined 
with reference to the insurance financial strength ratings of the group's main subsidiaries 

Below, the seven key factors underlying an insurer's business and financial profile ane 
reviewed. This discussion illustrates how these factors are assessed in the rating process. and 
why each factor is important to the assignment of stand-alone ratings. We will then explain 
the other most common more qualitative considerations that Moody’s takes into account, 
before moving on to a brief discussion of how the rating ageney factor in parental support, 
“which is the final stage in arriving at the assigned insurance financial-strength rating 

Note that what follows is a summary outline of the rating process involved. Moody's 
has recently published detailed reports explaining how its insurance analysts globally measure 
‘each rating factor, combine these measurements to arrive at the stand-alone rating, and then 
build in other considerations to arrive at the final rating 


Key rating factors: business profile 
Factor |; Market position, brand and distribution 


Market position and brand 

A company’s market position, brand and franchise strength represent ity ability to develop 
and sustain competitive advantages in ity chosen markets, which can have « direct bearing 
‘on its future profitability and ability to generate capital internally. In addition, an insurer with 
1 strong market position, brand and competitive advantage should be well-positioned to 
Withstand prolonged difficult market conditions. and be betier able 10 capitalise on new. 
potentially profitable opportunities that may develop in the future. It is believed that such, 
companies are more likely 10 meet their obligations through varied economic periods, thus 
suggesting higher ratings. Conversely, a weak business franchise can indicate financial stress 
for a company if it generates low of erratic core profitability, and may tempt management to 
etvter unfamiliar businesses, take on new and unfamiliar risks, or leverage the company to a 
greater extent 


Distribution 

‘The methods and mechanisms by which an insurance company delivers its proxuets are another 
fundamental aspect of the company's business and credit profile. A company's access to 
distribution channels, its ability to control those channels and its relationship with its producers 
relate directly tits ability to grow revenues, retain business, align its distribution with specific 
product/customer segments and control its costs. 
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Factor 2: Product risk and diversification 

A.company's chosen lines of business affect its creditworthiness, as individual product segments 
and classes of business exhibit different volatility and competitive attributes, Product risk 
‘appeurs in many forms and can have significant adver effects on earnings and capital adequacy. 
In addition, diversification in earings, product and geography is a positive credit characteristic 
because it ean reduce the volatility of a firm’s camings, capital and cash flow, promoting 
more efficient use of capital resources. However, if a company enters a business line without 
appropriate underwriting expertise, diversification can be a credit negative 


Key rating factors: financial profile 
Factor 3: Asset risk 
High-risk assets 


Insurance companies” core assets are typically concentrated in high-quality, liquid assets in 
recognition of the uncenainty of their liability payout stream. However, companies will aften 
ullovate a portion of their investment portfolios to higher-risk assets, Such exposures must 
be monitored constantly, as changes in the market environment, especially during periexls of 
stress, can depress asset values, earnings and, ultimately, the capital base. 


Reinsurance recoverables 
A significant asset of uncertain value on property and casualty insurers’ balance sheets Is 
recoverablev/receivables from reinsurers. The analysis of the amount of a company’s 
reinsurance recoverubles, its concentrated reliance on a few reinsurers, and the credit quality 
‘of the individual reinsurers is important. This is because write-offs of the recaverables as 
tuncollectible could impact the insurer's income and capital, and the loxs of reinsurance capacity 
‘could require the insurer to modify its market/product focus 


Goodwill 

Another potentially significant asset of uncertain value on insurers’ balance sheets is the 
goodwill associated with acquisitions, whose economic value is often highly uncertain and 
not readily realisable. 


Takaful consideration: strategic asset allocation policies 
A takafil company’s assets may differ from those of atypical Western insurer as regards 
their liquidity and volatility characteristics and ris/return profiles, For example, some 
takaful insurers may exhibit a propensity to overweight Shari'a compliant equities and 
real estate assets 

Sharia compliant bonds may have concentration in certain geographical areas (for 
‘example, the Gulf states and Malaysia), which, in the absence of credit enhancement by 
mal institution, may inctewse the risk profile of the sakaful furnd. The effect 
of the alternative investment strategy on overall profitability will also need 10 be 
ascertained. 


‘an internat 
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Factor 4: Capital adequacy 

‘At the heart of Moody’s assessment of an insurer’ creditworthiness is an opinion about the 
company's economic capital and its capital adequacy (for example, solvency) or operational 
leverage. Capital adequacy is critical for an insurer because regulators require minimum capital 
levels or ratios for the company to continue to operate. Capital constraints can also restrict 
a company’s ability to grow its business and impact its strategy. 


Factor 5: Profitability 


‘An insurer's earnings capacity - quality and sustainability ~is acritical component of its eredit- 
‘worthiness because earnings are a primary determinant of its ability to meet its policy and 
financial obligations, the primary source of internal capital generation to assure capital adequacy, 
and a key determinant of access to the capital markets on favourable terms, Diversification 
acroxs multiple product lines and markets can result in more stable levels of earnings, increasing, 
the predictability of internal capital growth and strengthening claims/debt-paying ability 


Factor 6: Reserve adequacy / liquidity and asset/liability management 


Reserve adequacy (Property and Casualty) 

Inadequate Joss reserves have been a key cause of most Property and Casualty insurance 
company failures aver the past decade. Given the broad accounting latitude endemic 10 the 
insurance business, the importance of credible lows feserves cannot be over emphasised, The 
evaluation of redundancy o deficiency in an insurer's Yows and loxs-adjustment reserves has 
an impact on the analysis of its reported earnings as well as the assessment of eapital adequacy 
‘When Property and Casualty insurery’ loss reserves develop unfavourably, the impact on the 
company’s financial profile and flexibility can be material, as seen by the decrease in capital, 
the increased operating and financial leverage ratios, and a reduced dividend-paying capacity 
to the holding company 


Liquidity and assetiabitity management (Life) 

Life insurance liabilities are highly confidence-sensitive in nature. Lack of fiquidity can quickly 
result in a company’s inability to meet the demands on its Hubibities, As a result, financial 
problems, real o¢ perceived, can lead policyholders to surrender their policies. and in doing 
40 create 4 ‘run-on-the-bank" scenutio, and prompt regulatory intervention of a company’s 
insolvency, Consequently, a Life insurer's ability to carefully manage its asseUHiability risk 
and its associated liquidity 1s critical 


Takaful consideration: structural features of family products 
‘The profit-sharing mechanism of long-term sakaful products may have certain distinctive 
features. For example, the determination, crediting and payment of profit participation 
‘on life policies, as well as the structure of any explicit or implicit wuarantees, will need 
tobe carefully examined when evaluating a rakaful company’s asset/liability management. 
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Factor 7: Financial flexibility 

It is important that a company is able, not only to fund its business growth via internal eapital 
‘generation, but also to demonstrate the ability to service its obligations without stress, Insurers 
benefit from being able to raise capital extemally for additional growth or acquisitions, and 
to meet unexpected financial demands. Financial Mexibility ~ as dictated by financial 
leverage/double leverage, carnings coverage, dividend coverage, and access to capital markets 
~ isa key determinant of the insurer's credit profile 


Takaful consideration: long-term capitalisation strategy und 
regulatory environment 

While the capital structure of a takaful company is not in itself conducive to lange 
distributions (the fund is in many cases de facto not distributable), ongoing profit 
sharing may be subject 1o competitive pressures and, as such, vary in time and by 
market. The position of the supervisory authority with regard to capitalisation, and its 
ability and willingness to enforce the regulation in place, will also tend to influence 
the fakafil company’s financial strength 


Qualitative considerations 
Management, governance and risk management 


Management characteristics 

The quality of management underpins corporate success or failure, and is a major factor in 
determining ratings. The rating company assesses the management's credibility, experience 
‘and reliability, Management's ability 1o develop a strategic vision and its ability 40 execute 
that vision ate critical factors for a company’s success in a Wve industry where the 


imp 
status quo is changing rapilly, A review of the insurer's strategy includes the firm's long 
{erm vision, risk-return appetite, attitude towards financial and operating leverage, strategies 
for raising capital. ant value creation. Growth strategies can alse impact its risk profile, 

The overall risk culture that management has built will strongly affect the company's 
appetite for, and management of, risk and leverage. Ax a result, management's strength, its 


discipline in financial planni 
elements in their evaluation 


and risk management, and its ability 10 execute are vital 
of exeait risk 

‘Throughout the rating process. Moody’s forms an opinion of a management team's likely 
response 10 challenges in the firm's economic, competitive and regulatory environment given 
their goals and motivations 


Corporate governance 

Corporate governance, as promoted by the board of directors, is equally responsible for the 
financial health and credit profile of the Company. The rating agency evaluates the corporate 
board's independence, expertise and involvement, as well as its ability to align governance 
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practices with proper oversight of the management team and corporate strategy. Independent 
review of the key financial reporting and risk-management processes is important, as is oversight 
of compliance and regulatory issues. 

Moody's also assesses how policyholders may behave with regard to their investment, 
in the normal course of events and times of stress. They believe there is a natural andl effective 
alignment between the interests of managers and directors with policyholders and creditors 
at a mutual insurer. However, drawbacks associated with the mutual structure often include 
Jess management accountability and transparency ~ a concern that becomes significant when 
the mutual has adopted an aggressive strategy that is more characteristic of a stock company. 


Takaful consideration: corporate governance 
Corporate governance of a fakaful company has some distinct features. The founding 
members of the company appoint a Shari'a advisory boand, which then opines on the 
compliance status of the company with Islamic law. Management is also appointed by 
(and accountable to) the founders, not by the Shari'a board. Therefore, while their 
‘management is under no formal obligation to follow guidance of the Shari'a board, in 
Practice. instances of insubordination are rare as it is the prerogative of the board to 
declare non-compliance with Shari'a rules, which may prejudice the status of the 
company as a going concern. 

‘The hey performance indicators used by the Shari'a board to assess the management 
‘of the operating company may have a greater focus on compliance with Islamic law 
than technical issues, such as underwriting performance and risk management, The 
nomination process to the board, as well ax the background of members appointed to 
it, will also be critical in ascertaining the quality of corporats governance and its 
ramifications on the financial strength of the wakuful fund, 


Risk management 

Although taking risks, in underwriting, investments, acquisitions or other areas, is necessary 
activity for an insurance company, it is vital that management (and the board of directors) 
understand and adequately manage the risks assumed in onder for the company to maintain 
its Financial performance and flexibility, reputation, market position and confidence in the 
capital markets, 


Accounting policy and disclosure 


Relevant and timely financial information is a critical part of any financial analysis. Although 
‘many insurers prepare information under generally accepted accounting principles, others 
may use a regulatory basis of accounting that may differ from such principles. The presence 
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of a strong governmentindependent body for financial standards is considered a positive 
factor when evaluating an accounting regime. 

‘When evaluating accounting principles. the rating agency considers bow well financial 
reporting mirrors economic teality. Where it believes the economics of « transaction are not 
consistent with financial reporting, its may adjust financial statements to facilitate its analysis. 


Sovereign and regulatory environment 
‘The local jurisdiction’s evonomic and political stability and the degree of government support 
‘or interference can have @ strong impact ~ either positive or negative ~ on an insurer's credit 
profile, A well-developed local capital market may aid a company's ability to raise sufficient 
capital efficiently to grow or cushion itself against adverse conditions. The credit profile ts 
also influenced by local regulatory rules and practices, potential changes in regulations or 
product taxation, and failure-resolution mechanisms. In measuring a company's sovereign 
and regulatory environment, Moody's makes use of foreign currency and local currency country 
ceilings 


Evaluating support 

While the above factors are critical in determining an insurer’s stand-alone rating, analytical 
consideration of support ~ explicit or implicit ~ from a parent company or affiliate is required 
to arrive at the public rating, which is sometimes higher than the company’s stand-alone 
rating, 


Support from a parent company or affiliate 
Any such support, once determined. is generally “added” to the rating by narrowing the spread 
between the stind-alone credit rating of the entity/security and the rating of the entity providing 
the support 

Ultimately, the extent to which the affiliation benefits the rating is a matter of judgment, 
not convention, given the many variables that must be considered, The rating agency”s 
assessment may vary depending on its view of how important that entity is to the overall 
‘emlerpeise business model, its integration with the rest of the organisation, and the company's 
ability and. willingness 10 support it Support is evaluated in terms of past actions of the 
supporter as well as current public statements of support, combined with its judgment of 
ective economic motivations. Support may raise a company”s rating, but not necessarily 
to the same level as that of the supporting entity 


pros 


Factoring in support from entities other than related ones 

Moody's does not ascribe a meaningful Jevel of implicit government support fo insurance 
companies: history has shown that goveraments have allowed insurers ~ even large ones — 
{o fail without intervention, However. if the insurer were directly government-owned, support 
would be considered under Moody's methodology for government-related issuers. Ifthe insurer 
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is part of a bancassurance group, and there is clear evidence that failure of the insurer will 
affect the creditworthiness of banking operations. the likelihood of support by the government 
‘may inerease in selected eases. 


Conclusion 


Takaful bas many similarities with conventional mutal insurance, although there are several 
Important differences. As in the case with other mutal (cooperative) structures, Moody's does 
at view tukuful as better or worse than shareholder structures. Moody’s approach to rating 
takaful companies is consistant with the rating methodologies applied to conventional insurers, 
and encompasses both qualitative (for esample, market position, brand, distribution, product 
risk, diversification) and quantitative (for example, asset risk, capital adequancy. profitability 
etc.) factors, In addition, an asyessment of risk management and corporate governance, external 
support as well as the sovereign environment also plays a very important role. 
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Takaful Keluarga: Family takaful 


Akaun Peserta  Akaun yang dikreditkan sobahagian caruman peserta bagi juan pelaburan! 
simpanan, 

Participant's Account An account where a portion of contributions from the participant ix 
credited for the purpose of investment/savings. 


Akaun Khas Peserta Akaun yang dikreditkan sebabagian caruman peserta bagi tujuan 
tbarru’ 

Participant's Special Account An account where a portion of contributions from the 
participant ts credited for the purpose of tabarru 


Anuiti Takaful Kootrak yang memperuntukkan pendapatan sceara berkala selepas bersara 
bagi seswatu tempoh yang beryantung kepada hayat sescorang. 

Takaful Annuity A contract that provides a str 
«4 term dependent upon human (fe 


am of periodic income upon retiren 


for 


Banktakaful Promesi dan pemasaran prosuk takaful oleh institusi perbankan, 
Bancatakaful Promotion and marketing of takaful products by the banking institutions 


Caruman  Caruman wang yang dibayar sekali atau berkala oleh peserta kepada pengendali 
takaful bagi tujuan pelaburan dan tabarru’ 

Contributions Monetary contribusion 
takaful operator for the purpose of investment anil tabar 


povided once or periodically by a participant to a 


Deposit Pengendali Takaful Semula  Amaun yang didepesitkan denyan atau disimpan oel 
pengendali takaful setugal jaminan pelaksanaan kontrak takaful semula olch pengendali takaful 
semua 

Re-takaful Operator's Deposit An amount 


‘pensited with or retained by a takaful operator 
by way of security Jor performance by the re-takuful operator of its re-rakaful contn 


Dokumen Sijil Bokti kontrak antara peserta dengan pengendali takaful yang menetapkan 
terme dan syarat sijil berkenaan, 

Certificate Document An evidence ofa 
which vets out the term 


yract between a participant and a takai operator 
conditions of the particular certificate. 
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Jadual Kemortalan Jadual perangkaan yang menunjukkan kadar kematian pada setiap 
petingkat unr, pads kebiasaannya dinyatakan sebagai bilangan kematian bagi setiap ribu. 
Mortality Table A statistical table showing the death rate at each age, usually expressed 
as the number of deaths per thousand. 


Kadar Perbelanjaan Nisbah jumlab perbelanjaan bagi sesuatu tahun (termasuk komisen, 
‘gaji dan lain-lain) kepada jumlah pendapatan caruman selain daripada caruman tunggal dan 
pembayaran untuk anuit 

Expense Rate The ratio of total expenses for the year (incluling commissions, xalaries, etc) 
10 the sum of total contribution income other than single contribution and consideration for 
annuities 


Laporan Keadaan Kewangan  Laporan daripada akiuari yang dilantik mengenai keadsan 
kewangan perniagaan takaful keluarga pada akhir tahun kewangan. 

Financial Condition Report A report by the appointed actuary on the condition of the 
Jamily takaful business at the end of the financial year 


Lebihan Aktuari Lebiban kumpolan wang tkaful keluarga yang telad ditentukan melalui 
penilaian aktuari pada akhir tahun kewangan, 

Actuarial Surplus Surplus of the family takaful fund determined by actuarial valuation ar 
the end of the financial year 


Lebihan pada Tarikh Penitaian Lebihan daripada kumpulan wang takaful dihantar ke 
hadapan daripada Habiliti aktuart kumpulan wang permiagaan takaful keluarga. 

Surplus at Valuation Date Excess of the takaful fund carried forward over the actuarial 
abilities of a takaful fund of family takaful business, 


Pendapatan Pelaburan Bersih Pulangan ke atas pelaburan tolak kadar nilai dan euksi 
Net Investment Income Returns on investments less rates and tases 


Rider Lampiran kepada siit yang mengubahsuai syarat-syarat untuk meluaskan foedah, 
Rider An attachment wo a cernificate that modifies ts conditions by expanding benefits 


‘Takaful Berkaitan Pelaburan Kontrak yang mempunyai nilai manfaat siit pada satu-satu 
masa berubah-ubah berdasarkan nial aset pada wakiy berkenaan 

Invesimentolinked Takaful A contract where the certificate benefits at any time vary 
according 10 the value of the wnitertying assets at the time 


Takaful Keluarga Individu  Manfaat takaful yang kena dibayar kepada individu apabila 
berlaku kematian kepada peserta atau memperuntukkan pendapatan secara berkala kepada 
peserta selepas bersara. 

Individual Family Takaful Takaful benefit payable w an individual on death of the 
participant or providing periodic income to the participant upon retirement 
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‘Takaful Keluarga Berkumpulan Takaful keluarga (pada Kebiasaannya tanpa melalui 
pemeriksaan perubatan) yang dikeluarkan di bawah satu sijil induk bagi melindungi sekumpulan 
‘orang. Takaful keluarga pada kebiasaannya dikeluarkan Repada majikao untuk foedaly para 
pekerjanya, atau kepada ahi sesebua persatuan 

Group Family Takaful Family takaful on a group of people under a master certificate. It is 
typically issued to an employer for the benefit of employees. oF to members of an association. 


‘Takaful Perubatan dan Kesihatan Konirak yang memperuntukkan pembayaran manfaat 
rawatan penibatan yang ditetapkan seperti kos Kemasukan ke hospital, kos pembedahan dan 
fiperundingan doktor terhadap risiko sescorang yang didiagnosis menghidapi penyakit tertentu 
‘tau kecederaan akibat kemalangan. 

Medical and Health Takaful A contract that provides xpecified medical treatment benefits 
such ay the cast af hospitalisation, surgical and physician consuhation fees against risks of 
4 person being diagnosed with certain ilinexses or having injury arising from an accident 


‘Tuntutan Pemberitahoan kepada pengendali takaful bahawa pembayaran sejumlah manfaat 
haus dibwat menurut terma sijil 

Claims Notification to a takafut operator that payment of an amount is dive wndler the terms 
of the certificate. 


Takaful Am: General takaful 


Caruman Bersih Caroman kasar tolak semua caruman takaful semula yang kena dibayar, 
Net Contributions. Gross contributions less all re-takaful contributions payable: 


Caruman Langsung Kasar Caruman berdssarkan kadar kasar asal yang dikenakan ats 
pelanggan bagi perniagnan tnkaful langsing tanpa sebarang potongan komisen atau brokeraj 
Gross Direct Contributions. Contributions on original groxs rate charged ro clients in respect 
of direct takaful business without any deduction for comm 


on or brokerage. 


Fusal Purats  Menctapkan bahawa kadar bahagian kerugian yang ditanggung oleh kumpulan 
wang takaful bergantung pada junviah nitai dilindungs kepada jurslal nitai risiko. 

Average Clause  Stipulates that « takaful fund ix onty liable for such proportion of the loss 
ay the sum covered bears 


al value at risk 


Indemniti  Pemuliban kenugian kepods pibik yan, 
‘Mau pensgantian, 
Indemnity Restoration to the elaimant of a te 


menuntul dengan cara bayaran, pembaikan 


by payment, repair or replacemen, 


Kerugian Menyeluruh Kerugian yang cukup bexar sehingea boleh diangeap tidak berilal 
lagi 
Total Loss A loss of sufficient size x0 that it can be said there és nothing left of value 
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Kerugian Tertanggung Tetapi Tak Dilaporkan Kerugian yang telah berlaku sepanjang 
tempoh yang ditetapkan, kebiasaannya bagi satu tahun kewangan, tetapi masihy belum 
dilaporkan kepada pengendali takaful semasa tarikh pertimbangan, 

Incurred But Not Reported (IBNR) Losses which have occurred during a stated period, 
usually @ financial year. but have not yet been reported to the takaful operator as of the date 
under consideration. 


Keuntungan/Kerugian Pengunderaitan Pendapatan caruman terperolel tolak tuntutan 
bersih kena dibayar, komisen dan perbelanjaan pengurwsan. 

Underwriting Profit! Less Earned contributions income less net claims incurred, commissions 
‘and management expenses 


Nisbah Bendungan Nisbah caruman bersib kepada caruman langsung dan caruman takaful 
semula diterima kasar tolak takaful semala dalam Malays 

Retention Ratio The ratio of net contribuions tw gross direct and re-takaful accepted 
contributions less re-takaful within Malaysia. 


Nisbah Tuntutan Nisboh tuntutan bersih yang kena dibayar kepada caruman terperoleh, 
Claims Ratio The ratio of net claims incurred to earned contribution income 


Pendapatan Caruman Terperoleh Caruman bersih folak peruntukan untuk rizab bagi 
ccaruman tidak terperoleh pada akhir tahun campor rizab bagi caruman tidak terperoleh pada 
‘awal thon. 

Earned Contribution Income Net contribusions fess provision for reserves for unearned 
contribution (RUC) at the yearend plus the RUC at the beginning of the year 


Rizab bagi Caruman Tidak Terperoleh Caruman yang sdaly diterimo bagi risiko yang 
belum tamat tempohnya pada akhit temspoh perakaun 
Reserves for Uncarned Contributions Contributions already received in respect of visks 
hare still unexpired at the end of the accounting period. 


‘Tukaful Am Perlindungan kepada peserta bagi kerugian akibat berlakunya malapetaka seperti 
kemalungan, kebskaran, banjir, Habibi) dan kecurian 

General Takaful Protection to participant for losses arising from perily such as accent. 
five, floos, lability and burglary. 


‘Tritl Fakultatif Kontrak takaful semula yang memperuntukkan bahawa pengendati takaful 
neagesid mempunyai pilthan untuk mengesid dan pengendali takaful semula mempunyai 
piliban untuk menerima wl menolak sesuaty risike, 

Facultative Treaty A re-takaful contract under which a ceding takuful operator has the 
option to cede and the re-takaful operator has the eption to accept or decline individual risks. 


yan) 


Triti Lebihan Kerugian Sejenis triti takaful semula yang memperuntukkan bahawa 
pengendali akaful semula membayar semua atau peratusan yang ditentukan terhadap kerugian 
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‘yang timbul akibat kejadian atau peristiwa tertentu (sering kali berbentuk lebih hampir kepada 
‘malapetaka) melebihi amaun yang ditetapkan dan sehingga ke suutu bad yang ditetapkan. 
Excess of Loss Treaty A ype of re-tukaful treaty which provides that the re-takaful operator 
pays all or a specified percentage of a loxs arixing from a particular occurrence or event 
(frequently of a more or less catastrophic nature} in excexs of a fixed amount and up to a 
stipulated limit. 


‘Triti Proposional Kontrak antara pengendali takaful dengan pengendali takaful semula untuk 
menyertai dengan sama rata dalam pembahagian cariman dan kerugian atas sctiap risiko yang 
tertakluk di bawah skop kontrak tersebut 

Proportional Treaty A contract under which a takaful operator and a re-takaful operator 
participate proportionately in the contributions and lasses on every risk that comes within 
the scope of the contract. 


‘Tuntutan Bersih Kena Dibayar Tuntutan bersih dibayar tolak peruntukan untuk tuntutan 
belum dibayar pada awal tahun campur peruntukan bagi tuntutan belum dibayar pada akhir 
abun, 

Net Claims Incurred Net claims paid less provisions for outstanding claims at the beginning 
of the year plus pravisions for outstanding claims at the end of the year 


Konsep Syariah: Shari'a concept 


Syariah  Undang-undang Islam. 
Shari'a Islamic laws 


Muamatat Jurisprudens perniagaan yang berlandaskan Syariah 
Muamalat Islamic commercial jurisprudence. 


Mudharabah Perjanjian untuk berkongsi keuntungan dengan nisbah yang dipersetujui secara 
bersama antara usahawan dengan pemoda dalam pemiagaan’ pelaburan, Kerugian ditanggung 
oleh pemodal 

Mudaraba An agreement between the entrepreneur and the capital provider in a business 
venture based on a predetermined profit-sharing ratio, Losses are borne by the capital provider 


‘Tabarru’ Melepaskan sebahagian daripada caruman peserta sebagai derma untuk tujuan 
membanti sesama peserta takaful dan digunakan watuk membayar tuntutan peserta yang layak 
Taburru’ To relinquish a portion from the contributions as a donation for fulfilling 
obligation of mutual help, used 19 pay claims submitted by eligible claimants 


Takaful Jaminan bersama yang diber oleh sekumpulan orang terhadap risiko tertontu atau 
bencana yang snenimpa kehidupan seseorang, harta benda atau apa jua barangan berharga, 
Takaful Mutual guaramee provided by a group of people against a defined risk or 
catastrophe befalling one’s life, property or any form of valuable things 
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Ta’awun Bantu-membantu ke arah kebaikan. 
Ta’awun Helping one another in furthering righteousness 


Tijari Perniagaan yang dijalankan secara komersial 
Tijari_ Commercial business 


Wakalah  Hubungan wakiV/ejen dan prinsipal yang wujud apabila sescorang melantik orang 
Jain untuk bertindak bagi pihaknya 
Wakala Agent-principal relationship, where a person nominates another to act on his behalf 
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